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LETTER OF TRANSMITTAL

May 2, 1964.

To the Members of the Subcommittee on Domestic Finance:
Transmitted herewith for the use of the subcommittee is a staff
analysis of the role of the “free reserves” concept in Federal Reserve
policymaking. The Federal Reserve has indicated that “free reserves”
I3 accorded a central position as an objective of monetary policy.
he study raises criticull) and stimulating questions about the validity
of assigning so important a role to this concept.
. This analysis is the second part of a three-part study of the guide-
lines used by the Federal Reserve in formulating its policy. The
first installment, published on February 10, analyzed some of the
concepts used by the Open Market Committee in executing monetary
policy and proved very useful to subcommittee members. Because
this installment is equally relevant to the current hearings on the
Federal Reserve System, it is being published separately at this time.
It should be pointed out that many of the Open Market Committee’s
activities are conducted in secret and therefore not known to the
ongress or to this subcommittee. For this reason, it is necessary for
stafl investigators and other students of monetary policy to rely on
general statements of Federal Reserve authorities, announced policy
actlons, reasons given for such actions by Federal Reserve officials,
and the independent analysis of factual information.

Sincerely
’ WrigHT PATMAN.

m
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LETTER OF TRANSMITTAL

Hon. WricaT PatMaN,
Chairman, House Banking and Currency Commitiee,
House of Representatives, Washington, D.C.

Dear Mr. Cnatrman: The material transmitted herewith Tepre-
sents the second part of a three-part study, “An Analysis of Federal
Reserve Monetary Policymaking,” that is being prepared for the
committee. These chapters attempt to develop in more detail the
bature of the conception that guides Federal Reserve actions, the
Position of {ree reserves in their analysis, and the relevance of the
modified free reserve conception as an explanation of changes in
money and credit.

In the subcommittee print of February 10, “Some General Features
of the Federal Reserve’s Approach to Policy,” we discussed some of

8 t.hverse and often disconnected strands that play a prominent
role in policy discussions by spokesmen and officials of the System.

e found that one recurrent theme appears to occupy & dominant
Position in their notions about the monetary process: the asserted
Telation betwoen the level of free reserves and the rate of credit
expansion, While this relation has by no means been developed into
& coherent frame for analysis of the monetary process, the persistent
references su gest that it occupies a central position in the Federal
R&serv.e’s analysis, :

Section 1, “The Federal Reserve’s Attachment to the Free Reserve
Concept: Evidence From Published Statements,” develops the
Neaning of the free reserve doctrine as it is used within the System.
. rée separable roles are assigned to free reserves. First, and most
mportant, free reserves are regarded as an important causal factor
affecting credit expansion amf contraction. Second, free reserves
are used as an indicator of a given monetary situation. Third, they
8re used as a target of Federal Reserve policy. Much of the confusion
engendered by the contemporaneous denials and explicit affirmations
9 the role of free reserve results from the three uses of the term.
o example, the use of free reserves as a target may be denied without
Sllecting the role of free reserves as the centerpiece of the causal
Wechanism used by the Federal Reserve. _

his section indicates that the free reserve conception evolved out of
a1 older notion developed most coherently by Riefler in the twenties.

@ Character of this evolution is of particular importance, since many
of the notions that formed & part of older views continue to dominate
Current thinking, long after their rationale has disappeared. More-
over, the discussion of the evolving notions helps to explicate some of

© actions of the Federal Reserve in the thirties and forties. For
bmple, the severely deflationary action of the mid-thirties, the dou-
bling " of reserve requirements, was appraised by the Federal Reserve

h terms of the dominant Riefler notion. Had this notion been well
ounded, and applicable to the then current events, the doubling of

v
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VI LETTERS OF TRANSMITTAL

reserve requirements would not have had severely deflationary con-
sequences.  Bul the notion was inapplicable and incorrect. Increased
unellnployment- and a reduction in the pace of economic activily en-
sued.

Dramatic evenis, like the doubling of reserve requirements in the
thirties, do not tuke place at frequent intervals, But they serve to
indicate the importance of a validated conception of the monetary
mechanism and 1o illustrate the costs to society resulting from the
application of invalid, untested theories.

"he remainder of section 1 presents evidence from published Federal
Reserve statements and from the as yel unpublished responses, by the
members of the Board of Governors and the presidents of the Reserve
Banks, to a series of questions posed in connection with this study.
The recent modifications of the doctrine, associated with the recogni-
tion that the demand for free reserves play a role in the monetary

wrocess, are discussed.  We find that the recognition of demand factors

s introduced important additional elements into the Federal Re-
serve's analysis.

A major conclusion of the section is that many of the new notions
that have been introduced conflict with older views. These conflicts
remain unresolved within the Federal Reserve. llad the Federal
Reserve attempted to develop and test their conception, many such
conflicts would be recognized, and resolved on the basis of evidence;
analysis and underslantfing would be improved, and the foundations of
monetary policy making would be strengthened. The failure of the
Federal Reserve to carry out systematic appraisals of the mechansim
that has been entrusted to their control perpetuates incorrect and
poorly developed views, and renders monetary policy less useful as a
tool of economie policy. ’

_In contrast tosection 1 that looks at the evidence from the professed
views of oflicinls and spokesmen, section 2 concentrates principally
on the actions taken by the Federal Reserve. * We noted in chapter 11
that ﬂu_: Federal Reserve has an extremely short-run policy focus,
that actions are tuken in response to weekly, daily. and even hourly
events on the financial markets. Section 2 builds on the earlier
discussion and reveals the way in which coneentration on short-run
occurrences and the absence of systematic analysis leads to a sub-
stantinl grant of authority to the Manager of the System Open
Market Account. )

A prineipal piece of supporting evidence for our view of the porition
of the Manager, his reliance on free reserves as an indicator, and his
use of [ree reserves as a target, is of particular importance. A com-
parison of decisions by the Federal Open Market Comnnittee with
the recorded movement of free reserves indicates that the level of
free reserves quite often oved decisively in advance of a decision
bg the Open Market Commitiee to “ense” or “restrain.” The
observed pattern strongly supports our interpretation that the ab-
sence of a systematic framework and the concentration on extremely
short run market events has resulted in a substantial grant of aut hority
to the Manager. At rajor turning points, in the post-Accord period,
lt,f hm;_ often been the .\Ianuizor's action that reversed the direction
?) ;zo l('\)i '_lhls action wus then ratified at a meeting of the Federal

en Market Committee. Contrary to published statements by

officinls of the System, the Manager appears lo occu maior
policymaking role. ’ SOF Pl cecupy 8 ma)
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LETTERS OF TRANSMITTAL VII

Our appraisal of the Federal Reserve’s record at post-Accord turning
points in economie activity suggests that, in this respect, the Federal
Reserve hias compiled a grood, even excellent record. They have been
glert and sensitive to a variety of indicators, and they have made
timely and appropriate judgments about the pace of economic ac-
tivity. We contend that in the present state oF knowledge, it would
be difficult to improve upon their record in this respect.

However, recognition of the turning points in the pace of economic
activity must be accompanied by appropriate action to alter the money
supply, if discretionary monetary policy is to have an appropriate
countercyclical influence. The Federal Reserve does not directly
control the stocks of money or credit.  'Without a valid conception of
the relation between their actions and the stock of money and credit,
the usefullness of their judgment of the timing of turning points in
economic activity is diminished. Unless appropriate action is taken,
our economy does not benefit from their timely recognition of the
turning point.

The type of action that is taken depends on the conception of the
monetary process that is held. If that conception is seriously deficient,
1t 1s quite likely that correct judgment of turning points will not be
accompanied by action appropriate to reduce unemployment or to
prevent inflation. Section 3, ‘“The Relation of Free Reserves to

hanges in Money and Credit,” therefore provides some evidence on
the validity of the modified free reserves conception. .

he evidence is quite clear. The modified free reserves mechanism
ears almost no rgnti(m to changes in the stock of bank credit or
Money. Indeed, the relation is so poor that it raises questions about
the usefulness of Federal Reserve policy as a means of controlling
Money or credit. Judged in terms of the Federal Reserve conception,
80 overwhelming proportion of observed changes in money gmd credit
are outside the control of the Federal Reserve. If their view of the
Monetary mechanism were the only admissible view, we would be
iOTCe(_l to concede that monetary policy is little more than a futile
XCreise. .

Fortunately, alternative conceptions of the monetary mechanism
with substantially greater validity can be formulated. One such
tonception will be presented in a later chapter. It will suggest that

ederal Reserve policy has an important influence on the stock of
Money. But to obtain this influence, i.e., to carry out the congres-
8lonal mandate, the Federal Reserve must abandon the modified free
zgserves conception and operate in terms of a markedly different

Deeption, ]

e evidence presented in Section 3 supports our contention that
the conception that dominates Federal Reserve discussion and think-
Ing about, the monetary mechanism is woefully inadequate and without
fctua] foundation. The failure of the Federal Reserve to develop an
3dequate appraisal of the monetary mechanism seriously reduces the
Value of their recognition of turning points, leads to inappropriate
Policy actions and renders discretionary monetary policy & less useful

tool for carrying out the congressional mandate.
KarL BRUNNER.

Arpan H. MELTZER.
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THE FEDERAL RESERVE’S ATTACHMENT TO THE
FREE RESERVE CONCEPT

SectioN 1—EvinbEnce FroM PubLisHep STATEMENTS

One of the dominant Federal Reserve conceptions centers on the
role of free reserves in the monetary process. This idea has had an
mportant. influence on nssessments made by the Federal Reserve
authorities and on the policies applied in concrete situations. We
contend that the Federal Reserve has viewed, and continues to view,
free reserves as un element playing a causal role of central importance
I the monetary process and simultaneously supplying a useful
Summary measure of “ease and restraint.” Detailed evidence is pre-
sented in this and a subsequent chapter in support of our contention.
fro he evidence presented in this chapter comes almost exclusively
i m the statements made by members of the Board of Governors,

e FOMO, and their staffs. ~ Tt would be useful, perhaps, to supple-
;nenb these statements by indications of the importance attached to
Tee reserves, both as an index and as a causal factor, by Members
Oflt te Congress, the banking community, the academic profession and
lqtt llers.‘ But to do so secins beyond the scope of this inquiry and adds
tl Ue direct evidence to the point. In the followmi; section, a second
Ype of evidence will be presented, evidence from the record of policy
actions and the nctual movements of the level of free reserves in the
Postwar period.

ree reserves are defined as the difference between measured
6xcess reserves and member bank borrowings. They are the volume
ol measured excess reserves not borrowed from the Federal Reserve.

0 obtain the volume of free reserves, the amount of required reserves
I’};grthe amount of member bank borrowing are subtracted from total

ves,

In the context of the dominant notion to be considered, the level
of free reserves is viewed as a causal factor affecting the rate at which
Commercial banks adjust their portfolios of earning assets. An
!0crease in free reserves is expected to accelerate the expansion rate
of bank portfolios ; i.e., to increase the rate at which banks acquire
farning assets or decrease the rate at which they unload securities
and/or compress outstanding loans. A decline in free reserves, on
the other hand, is expected to retard the expansion rate; either the rate
Ol acquisition will {:e lower or portfolios contract. A systematic
Issociation thus links the level of free reserves with the rate of change
on the commercial banks’ portfolio of earning assets. .

he association of free reserves with the banks’ asset expansiomn,

Combined with the causal role assigned to free reserves, influenced

the choice of free reserves as an index of the monetary situation—

& summary measure indicating relative “esse’ or “restraint.” Ac-

Cording to the Federal Reserve’s notion, policy actions and other

évents modify the monetary process to the extent that they change
1
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2 FREE RESERVE CONCEPT

the prevailing level of free reserves. Open market operations im-
mediately change total reserves and free reserves by the same amount.
Banks respond by modifying the adjustment rate of their portfolios.
As a result, required reserves and borrowing change, and the initial
impact of open market operations on free reserves is attenuated.
However, free reserves do not return to their initial level even after
the impulse triggered by open market operations has been fully
absorbed.

Changes in reserve requirements immediately change the volume
of required reserves relative to an unchanged volume of total reserves.
There is no direct effect on borrowings from Federal Reserve Banks.
Thus there is an instantaneous change in free reserves that affects
the banks’ portfolio adjustment. Subsequently, part of the initial
change in free reserves is absorbed, via the gradual shift in required
reserves associated with changes in deposits induced by the portfolie
adjustments,

he effect of other events, gold flows, currency flows, a redistribu-
tion of the public’s deposits between demand and time accounts
the division of the Treasury’s balances between holdings at Feder
Reserve Banks or on tax and loan accounts at commercial banks, etc.,
can be traced in & similar manner. A necessary and sufficient condi-
tion for all these events to exert an influence on the money supply
and credit markets is the existence of an immediate impact on the
level of free reserves. This, in essence, is the foundation of the free
reserve conception of the monetary process.

GENESIS AND DEVELOPMENT OF THE FREE RESERVE CONCEPTION OF
MONETARY PROCESSES

A short description of genesis and development of the “free reserve
doctrine’’ seems appropriate before we discuss the evidence supporting
our contention about the dominant role of this ‘“doctrine” among
Federal Reserve views.! This description focuses attention on the
behavior patterns and operating problems that stimulated the develop-
ment of the free reserve doctrine. Recent emergence of important
modifications will also be noted. However these modifications of the
free reserve doctrine have neither been systematically developed nor
absorbed into a coherent view. Conceivably, these new elements will
lead, in the future, to a reassessment of the Federal Reserve’s viewpoint
about the role and significance of free reserves. _

_The origins of the free reserve ‘“doctrine” may be traced to the
discovery of open market operations. Such operations emerged in
the early twenties as a result of the Reserve Banks' endeavor to
bolster their revenues with suitable earning assets. The Federal
Reserve authorities rapidly realized that open market operations
immediately affect the commercial banks’ reserve position. Purchases
inject additional reserves, and sales siphon off available reserves.
Open market operations thus appeared to offer an excellent oppor-
tunity to modify the commercial banks’ positions in the direction and

! The reader may nsefully consult A. I. Meigs, *‘Froe Reserves and the Money Supply” (Chicago: Uni-
T e R e e Tk

Process.” Itisshown in this paper that a number of typical assertions made by Federal Rese rities
can be subsumed under these theories, Furthermore, the explicit const.mctiog of usually vagtlvi: géh:uipd-

«<al notions its a detailed empirical evaluation of their comparative validity. bseq fezen
will be mdgmply to“Evolvinrg) A 3. 8w nens re o
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FREE RESERVE CONCEPT 3

extent desired by the Federal Reserve authogities. But the gradually
accumulating observations concerning the commercial banks’ reserve
and borrowing behavior slowly dispellect this belief. Open market
operations typically induced a response in bank borrowing from the
Federal Reserve Banks which seriously mitigated the impact of open
market operations on the total volume of reserves. Purchases
generated. a repayment of outstanding loans and sales “forced banks
into the central bank” and induced an increased volume of borrowing,
Open market operations were systematically associated with offsetting
variations in the bunks’ borrowing from the Federal Reserve Banks.

The banks' behavior almost annihilated any potential effect of
open market operations on the volume of bank reserves in the twenties.?
But the composition of reserves between borrowed and unborrowed
reserves changed decisively. Open market sales by the Federal
Reserve gave rise to increased borrowing by member banks that
epproximately restored total reserves. Excess reserves were small
during the period and exhibited negligible variations. Hence varia-
tions in bank indebtedness were practically equivalent to variations
In free reserves. (Of course the values of free reserves and member
bank indebtedness moved in opposite directions as would be expected
from the definition of free reserves and the relatively unchanging
value of excess reserves.)

. Under the circumstances of the period, the volume of bank reserves
did not appear to play any important role in the transmission of
the.unpulses set off by open market operations. Students of monetary
policy .were seemingly forced to recognize the futility of open market
Operations or to search for an alternative route transmitting the impact
generated by open market operations.

RIEFLER’S CONTRIBUTION TO THE ANALYSIS

The behavior patterns summarized above appeared to hint at an
alternative route which was explored in a pathbreaking study of
our monetary system by W. Riefler.® This alternative view made
Vvariations in banks’ indebtedness the focal point of the money supply
and credit market process. But Riefler fully realized that bank
mdeb_tedness could only assume an important role in explamm%i the
effective transmission of Federal Reserve policy if the banks had little
control over the volume of their indebtedness to the Reserve Banks.
In the carly part of his book, therefore, he devoted much attention
to the rationale for member bank borrowing. Two hypotheses are
h—“—.—-

! T to ise the order of magnitude and significance of com-
pens,a'-lll;evg;‘rxi?ti?&ss vl;f:ﬁeu;‘r: ex:'ﬁd}!fsezﬂ?; “dlzgo‘:xrgts nndeadwfz:ees,” dggjoted by A for the period of the
i . The regressions relate frst differences of A between adjacent months or corresponding months of
8djacent years with similar first differences of the adjusted base Be. The latter magnitude is equal to the

minus discounts and advanees. It is thus equal to the sum constituted by the Federal Reserve’s
Portfolio of securities including float, the Treasury’s gold stock net of Treasury cash, Treasury currency

Ouistanding, the negative value of Treasury deposits and foreign deposit at Federal Reserve Banks, and
Some minor other %um including “other degpgsits" at Federal Rescrve Banks, Tbhe result of the re-

gressiong are collected below:
Ay, 3120086 = BT42A Bsy, gy

(.0070).0962)
o7 1T29A B
AAd g=,1057 —1.172 g £-13
" s (0s30)
Where Ade ey Agas; AB%,, 1w Boe—Bogy

Ade, pram A=Ay 3B, 1-11= Be-Bery

Sample period: 918 to December 1929,
19;0';? W.pﬁieﬂer,{.???gg)} thtes end Money Markets in the United States” (New York: Harper & Bros.-
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4 FREE RESERVE CONCEPT

considered, a profit hypothesis and a ‘“needs and reluctance” hypothe-
sis. 'The alternative views may be summarized in his own words:

The most obvious theory is that member banks, on the
whole, borrow at the Reserve Banks when it is profitable to
do so and repay their indebtedness as soon as the operation
proves costly. The cost of borrowing at the Reserve Banks,
accordingly, is held to be the determining factor in the rela-
tion between Reserve Bank operations to money rates, and
the discount rate policy adopted by the Reserve Banks to be
the most important factor in making Reserve Bank policy
effective in the money markets. At the other extreme,
there is the theory that member banks borrow at Reserve
Banks only in case of necessity and endeavor to repay their
borrowing as soon as possible.  According to this theory the
fact of borrowing in and of itself—the necessity imposed by
circumstances on member banks for resorting to the resources
of Reserve Banks—is a more important factor in the money
market than the discount rate * * * and open market
operations * * * contribute more directly to the effective-

ness of Reserve Bank credit policy than changes in discount
rate.*

After the sketch of the two theories, Riefler discusses the implica-
tions of the profit theory and notes that under this theory interest
rates on the open market should be close to the discount rate, with
only minor or transitory deviations.* A confrontation of this con-
clusion with observable rate behavior on short-term open markets
leads Riefler to reject the profit theory.

We may easily concede the pertinent facts and admit that the open
market rates diverged markedly and persistently from the discount
rate. On the other hand, the behavior of the acceptance market was
consistent with the implication of the profit theory as formulated by
Riefler; i.e., the pertinent market rates followed closely and deviated
only little from the Federal Reserve’s acceptance rate.

Riefler concludes his appraisal of the rival conceptions concerning
the process generating the banks’ indebtedness to Federal Reserve

Banks with a decision in favor of the “needs and rcluctance” theory
of bank borrowing:

There is little question, on the whole, that the first of
the two theories outlined above, covering the relation of
Reserve Bank rates to money rates in the money markets,
applies to the rates at which acceptances sell in the open.

4 Ibid., pp. 19-20,

3 “If member bank borrowing has been governed primarily by motives of profit during this period, money
rates would have been dominated bi the discount rates charged by the R(‘segw Banks. 8 Pan}'z‘ulnﬂ’y would
this have been true of rates in the short-term open markets where member banks can lend freely and with-
«draw funds entirely on their own volition without regard to the results of their actions on future lending
operations. As member banks had plenty oleligible paper on which to borrow at the Reserve Brnks during
most of this period, there was nothing to prevent them from ‘scalping’ a profit out of the open market when-
ever rates in those markets were above discount rates, If member bank borrowing had actually been

governed by the profit motive in this manner, offers of additio -
-‘would have been so plentiful whenever opport) 1 . st foms tn the short-term open markets

unity presented itself that rates in th ts d never

have risen far above discount rates, so 1ong as eligible paper continued avallable in. g‘?{,llzg su%orxyxlly. Nor

‘%‘{},%’:‘5? ﬁegcésptgt-tﬁrr& omn_marliehs] haﬁg menrmuih below discount rates so long as an appreciable
R an. rrowing a e serve Banks repres i

profit motive, sinee member banks would ho 5 represented indebtedness incuirred under the

I ve Withdrawn funds from the short-term open markets 0
repay indebtedness at the Reserve Banks whenever continued borrowing became unprom‘x’z‘l’:elo. z?;xlgratesin

thoss markets could not have fallen much below discount rates unti iqui .
.»sicZen'aII\)ée pri)ax%(in-tio}rr:_1 of tge;ix;] ixggebtgdnessé' Riefler, !;lp. clltl.. PD. 21(1)1—;?8 mbgr bamFs had liquidated a con
-84 The relationship whicl is theory (i.e., the ‘profit theory’) envisages between the discount rates of
the Reserve Banks, on the one hand, and the moncy rates in the short-tegrm open n?ax?k:ts on the:t t;?her. i3
-essentially that which prevailed in the acceptanc: wrket in this country.” Riefler, op. cit., ch. 2, P. 7.
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FREE RESERVE CONCEPT )

market. It does not, however, as might be expected, apply
with anything approsaching the same precision to rates in
other short-term markets which have varied widely from
discount rates* * * * it is impossible to explain the move-
ments of money rates in the open market and the levels
which they have occupied during recent vears by the move-
nllenlss and levels of discount rates at the Reserve Banks
alone.

Then his main conclusion with respect to the two alternatives:

The functioning of the Reserve Banks in the money market
must, therefore, be considered from the point of view of the
theory that changes in the volume of member bank borrow-
ing exert a more important influence on rates than do changes

in discount rate.?

In the remainder of his book, Riefler developed an analysis of
the monetary process connecting Federal Reserve operations with
the money supply and the behavior of the banks and the public.
Though incomplete and deficient in several important respects and
dominated by very short-run considerations, his analysis was an ex-
tremely useful and important beginning. Unfortunately the theory
tonstruction that he begun has not been completed by others. Tostea
several of the notions that he introduced were uncritically u(.'cgptcd
by the Federal Reserve and have continued to appenr in their discus-
slons despite their inconsisteney with other elements that have been
Itroduced.  Of particular interest in the light of later developments,
15 the emphasis plared on the expansion or contraction of bank credit
I response to changes in the volume of member bank borrowing at
the Reserve Bunks.  While we make no attempt to present the theory
n detail,’® consideration of his central idea is a useful introduction to
later diseussions by Federal Reserve officials,

Riefler's theory contains four major clements.  The first, and by
ar the most, important, secks to explain the relation_ of market rates
of interest and the volume of bank indebtedness. Larger bank in-
debtedness and a higher discount rate are said to raise the prevailing
Murket rates: smaller indebtedness and lower discount rates depress
Market rates.  “(T)he volume of member bank indebtedness at the
Reserve Bunks at any given time is one of the most important single
Monetary fuctors in the level of money rates, and * * * the prospect
of increuse or decrense in the indebtedness is one of the most important
Stngle factors in the rate outlook.” " Open murket operations by the
tentral hank were at the root of the rate changes since, under the
‘eeds and reluctunce” notion, member banks borrowed when open
arket operations reduced member bunk reserves and repaid borrow-
e when the central bank inereased reserves. Riefler stated the
Point as follows:

(Dluctuations of money rates in the short-term open
markets should be poverned by corresponding fluctuations in
the aggregate volume of member bunk indebtedness at the

Mbid, .
Vi D 3
sl p. 25,

¥ A «lctilied analysis of the Ricior conerption Is contained 1 cur poper “Evolving * ¢ %"
Riefler, op, cit., p. 7. Sve b, 124 8hbo.
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6 FREE - RESERVE CONCEPT

Reserve Banks, increased borrowing there being reflected in a
rise of money market rates and decreased borrowing in &
decline of rates in these markets. This would be expected
because * * * member banks do not borrow in order to
increase their loans, but rather endeavor to contract their
loans in order to repay their indebtedness.!?

A second element concerns the public’s response to the changes in
market rates initiated by the Reserve Banks. Higher interest rates
were said to reduce the demand for bank credit either directly or
indirectly because the public sold fewer securities to the banks. Lower
rates expanded the quantity of bank credit demanded. Given the
volume of bank indebtedness to the Reserve Banks, the “quality
evaluation” of loan applications by commercial banks and the public’s
behavior determined the volume of earning assets held by banks and
the total deposit liabilities.

The volume of acceptances held by the Reserve Banks was the third
main element. The Federal Reserve set a rate at which it was willing
to buy acceptances. WWhen market rates rose relative to the accept-
ance rate, banks sold acceptances to the Reserve Banks and total
reserves increased. The Federal Reserve’s portfolio of acceptances
thus was determined by the prevailing market conditions and the
acceptance rate.

The last main building block introduced by Riefler is designed to
explain the variations in member bank indebtedness. The amount
of indebtedness is shown to be equal to required reserves plus cur-
rency. held by the public minus the Federal Reserve's hoFdings of
Government securities and float, minus the gold stock net of Treasury
cash, minus Treasury currency outstanding, plus Treasury and
foreign deposits at the Federal Reserve Banks, plus “other deposits”
and “other accounts” on the balance sheet of the Federal Reserve
Banks. For Riefler this relationship is not simply a balance sheet
identity from the consolidated Federal Reserve statement. It reveals
a causal relation that determines the volume of member bank borrow-
ing. Banks have no desire to borrow from the Reserve Banks;
variations in the (Fressure to borrow emanate from changes in the
elements described. When “favorable” circumstances permit—e.g.
when the currency flows into the banks from the public, when there
is a gold inflow or an open market operation, etc.—the banks follow
their fundamental disposition, viz., they reduce indebtedness.

The four building blocks jointly operate to determine the response
of the monetary system to the policy actions taken by the Federal
Reserve authorities. The transmission of typical policy actions to
the credit ’markets and the money supply may be traced with the aid
of Reifler’s framework. Open market purchases lower the banks’
indebtedness dollar for dollar; lower indebtedness induces banks to
lower the yields on money markets; the public responds with a larger
supply of earning assets to banks; the banks’ asset portfolio and de-
posit liabilities expand. . Open market purchases thus expand “bank

12 Idern. Other references nugment the clues about th

e cent 15 s
:g;ple.sh& ;'lrites “ ‘t * * changes in this indebtedness appear l&i)lbr: ?gg mtihinting force in correspon!
the[(l)g% | Emtastr hr;t es. It is this relationship apparently which has glven to Reserve Bank operations in
thsnpit hmnr be: wmpecullar efficacy for control over the money market, which must be written more fally
than It kz:stb'e ):.1 ten Into Reserve banking theory * * *.” Indu through open market operations,
o e yolume of member bank indebtedness have beéen used since 1922 both to tighten and to es%®

e money markets, independently of changes in discount rates.” shen

ualized by Riefler, ¥orf ex-
ding
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FREE RESERVE CONCEPT 7

credit” and the money supply and lower the interest rates on the
credit markets.

Riefler’s exposition of central banking theory thus made the volume
of member bank borrowing completely unresponsive to any direct
influence of interest rates. Only to the extent that these rates oper-
ated on currency flows, gold movements, or the other balance sheet
items listed above could they alter the amount of borrowing. This
view carried over, in part at least, to the initial formulation of the
free reserves doctrine.

Riefler is rather vague about the role of the discount rate in the
process. At times he scems to suggest that the discount rate has no
effect on the environment described by the four building blocks.
Other suggestions hint that the discount rate operates independently
of changes in bank indebtedness but not independent of the existence
of borrowed reserves by the banks. Also missing from the Riefler
discussion is any consideration of variations in the volume of excess
reserves held by banks. As we have noted, fluctuations in excess
reserves were relatively small during the twenties, and this may
account for the lack of attention. Finally, a reading of Riefler’s book
shows that his discussion is dominated by concern with extremely
short-run money market considerations. This emphasis has an
lmportant bearing on his acceptance of the “reluctance” theory of
bank indebtedness that occupies a vital position in his analysis.?

BURGESS’ VIEWS

Shortly after Riefler’s book, a revised edition of Burgess’ well-known
study appeared.” Burgess accepted most of the Riefler formulation
of the monetary process and added a slightly more explicit treatment
of the role of the rediscount rate. Like Riefler, he notes the close
correspondence between the behavior of money market rates and the
volume of indebtedness. He explains this association in terms of the
banks’ reluctance to borrow or to remain in debt.

When the member banks find themselves continuously in
debt at the Reserve Banks, they take steps to ﬁ)ay off their
indebtedness. They tend to sell securities, call loans, and
restrict their purchases of commercial paper and other
investments. The consequence is that when a large number
of member banks are in debt, money generally becomes
firmer, commercial paper sells rapidly, and rates increase.
Conversely, when most of the member banks are out of debt
at the Reserve Banks, they are in a position to invest their
funds; and money rates, including commercial paper rates,
become easier. 'This relationship rests largely on the unwill-
ingness of banks to remain in debt at the Federal Reserve

Banks.!
The central feature of Riefler’s discussion—that Federal Reserve

policy operates on the monetary system by inducing variations in
memberpbank indebtedness—is repeated by Burgess.® In addition,

B Th r*Evolving * * *.” .
9.3;6“"15 Rttog]liriéc(s‘;vﬂi‘) e I{?sggrrcp%ggks and the Money Market” (New York: Harper & Bros.), rev. ed.,

BThid,, p. 20.
" CL p. 236 and p. 238 for examples.
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8 FREE RESERVE CONCEPT

Burgess recognizes the operation of discount rate policy as a separate
element in the process that is reinforced by open market operations.

The effectiveness of purchases and sales of Government
securities as an instrument of policy lies usually in their influ-
ence on the indebtedness of member banks at the Reserve
Banks. Purchases enable member banks to pay off loans and
thus tend to make money easier; sales lead banks to borrow
more heavily and thus tend to make money firmer. Govern-
ment security transactions supplement and enforce discount
poliey Y7

Elsewhere, after commenting on the principle of open market opera-
tions along the lines deseribed by Riefler, Burgess notes:

It can thus be seen that buying and selling [by the Reserve
Banks] is not only an independent influence on the credit
situation, but may and often has been used as a_means of

preparing for discount rate changes and making them more
effective.®

_ Variations in the rediscount rates were seen as an independent
influence on “bank credit.” Such influences operated in conjunction
with open market policy. When open market operations reduced
reserves, banks borrowed from the Reserve Banks, as Riefler had
described. Open market operations were effective in changing inter-
est rates and could be reinforced by fiat changes in the rediscount
rate that made increased bank indebtedness more or less expensive
and contributed to the variation of market rates.

The explicit recognition of the discount rate as a-separate influ-
ence on market interest rates and on member bank borrowing might
have stimulated further interest in the influence of costs and yields
on banks’ reserve positions and an analysis of the demand by banks
for reserves. But the Riefler-Burgess conception was dominated
by the “reluctance theory” of bank borrowing, and this further
step was not taken. As a result, the role of “excess reserves” and
the prowth of such reserves during the thirties could not be inter-
preted in the prevailing Federal Reserve view.

GOLDENWEISER’S VIEWS

The persistence of the viewpoint explored by both Riefler and
Burgess is clearly revealed by Goldenweiser’s 1941 article.® The
major change is in_the direction of weakening the description of the
causal connection between open market operations, bank indebted-

ness, and “credit expansion’’ and incre i !
1 ased emphasis on the bankers
“frame of mind.” P n the b

. : : * When the System wishes to ease credit conditions

1t purchased Government securities in the open
market and simultaneously reduced the discount rate at
the Reserve Banks, us provided member banks with
reserve funds to indebtedness at the Reserve

‘Banks and also ebtedness as remained less
P, 25,

Policy,” in “Banking Studies,” Washington:
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FREE RESERVE CONCEPT

burdensome to the member banks.  This policy was intended
to put member banks in a position and a frame of mind to
be more liberzl in extending credit.®

Like Burgess, (Gioldenweiser is more explicit than Riefler about
the role of discount rates in the central relation. Discount rate
changes appear to affect market rates of interest by an amount that
depends dlircctly on the volume of bank indebtedness. This view is
particularly interesting in view of later suggestions that the primary
effect of changing the discount rate was the psychological impact
associated with the announcement of the change.

Goldenweiser also stressed an important implication of the Riefler-
Burgess conception which explains the Federal Reserve’s policy in
1936-37. The absence of excess reserves and the existence of bank
indebtedness are presented as necessary conditions for monetary
policy to be effective. According to the Riefler-Burgess notion the
evaporation of bank indebtedness during the 1930’s broke the chain
linking the Federal Reserve with the credit markets and the money
supply.®* Restoration of an effectively working monetary policy
thus required that “contact be reestablished with the market.”
‘Reestablishment of contact meant the potential emergence of bank
indebtedness and the disappearance of large excess reserves. The
drastic increase in reserve requirements arranged in the late summer
of 1936 and the early months of 1937 seemed ideally designed, under
the ruling notion developed by Riefler-Burgess and carried on by
Goldenweiser, to render monetary policy more potent without exerting
any deflationary damage. Goldenweiser asserted with particular
emphasis that this dramatic jump in reserve requirements “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 systemin & osition where an injurious credit
expansion, if 1t should occur, could be controlled by open market
operations and discount rate policy."” # .

Goldenweiser thus explicitly indicated that accumulating excess
reserves and vanishing bank indebtedness broke & crucial link of the
monetary process and rendered policy incapable of coping with poten-
tial problems.”® Under the Riefler-Burgess conception excess reserve

ave no role to play in the monetary process. They are inconsistent
with this view of the monetary mechanism. It is t_herefor.e intriguing
o note that the emergence of excess reserves was immediately inter-
Preted to mean s breakdown of policy mechanisms and not a denial
or falsification of the Riefler-Burgess conception, that denies the
éxistence of excess reserves. ) . .

he exclusion of excess reserves from systematic consideration was
closely associated with the involuntary and imposed character at-
tributed by the Federal Reserve to bank indebtedness. The implicit
—_—

7 i, p. 400, the discount rate and open market operation) were
e, S b o S o e S T el

" ' Pl Indepercient WA ’ 0O tiveness of such & policy (i.e., 0
%%&ﬁ@ﬂi%ﬁ?%&ﬂﬁ;g ?3:2;’1:“ u;: mﬁztcg;‘gﬁogs{grvgen%qe;e disposal of mem%zr banks be

SDhid, p, 4100
dominiyay 7 ¥ prte tea polate, 00 (b o ol rarurces: jj%‘:?:;:%‘.&;"m“;:,ﬁggz
;"ﬂ:;‘;m that monetary policy in recession js analogous to “pushing on a (5’1{11;15“:;10; t%s b:ns;:rm?k:er e
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denial of any systematic response of the volume of bank indebtedness
to market conditions was extended to cover excess reserves. It was
therefore consistent for the Federal Reserve authorities to consider
excess reserves throughout the thirties as a redurdant surplus of no
use and of no function in the monetary process. But excess reserves
persisted and still exist, particularly among country banks.

The persistent occurrence of excess reserves must have slowly
eroded the old version of the Riefler-Burgess conception. We find it
difficult to obtain clear evidence of the gradual transformation of
this dominant view into a notion emphasizing the central position of
free reserves. This transformation must have occurred during the
Jate 1940’s or early 1950’s.2* In the new view excess reserves were
treated as an extension of bank indebtedness, a magnitude offsetting
the retarding influence of member bank borrowing. Free reserves
assumed the position and role which originally had been assigned to
bank indebtedness. The free reserve conception thus emanated as
a result of an adjustment in the central building block of the Riefler-
Burgess view of the monetary process.

Additional modifications occurred in the late 1950’s. These changes
are considered in detail later in this section, along with some sug-
gestions of the direction in which the doctrine is currently mov-
ing. It should be noted, however, that while there are periodic
changes in the prevailing views, the basic conception is almost never
completely formulated and has never been subjected to a searching
appraisal or even to the discursive arguments that Riefler provided for
his views. No doubt, such an appraisal would show that the broad
movements of interest rates and excess reserves during the 1930’s are
consistent with many of the transformations that have been made in
the old notions. But this gain in empirical relevance is bought at a
high cost; viz, it would be impossible to justify the Federal Reserve's
policy in 1936-37 with the modified free reserve conception. The
Federal Reserve authorities apparently never realized this implication
of their evolving notions that substituted free reserves in place of bank
indebtedness as a central magnitude in the causal process. Such un-
awareness is a typical symptom of the unsystematic and essentially
impressionistic’ nature of their discourse concerning these problems.
A clear and definite grasp of pertinent implications can only be ob-
tained by tracing the conception as a whole in a coherent, systematic
manner. The interactions of the distinct blocks composing the
whole process must be carefully followed in order to fully understand

the patterns implied by a given framework. To date, the Federal
Reserve has not done this.

THE CAUSAL POSITION OF FREE RESERVES: FREE RESERVES AS AN

INDEX OF A MONETARY SITUATION AND FREE RESERVES AS A POLICY
TARGET

To understand the role of free reserves in Federal Reserve dis-
cussions, 1t is important to separate three distinct meanings assigned
to the term. Each of these meanings involves the use of the term in &
different way, with markedly different connotations. It is sympto-
matic of the manner in which the Federal Reserve discusses the mone-

1 Irving Auerbach of the Federal Reserve Bank of New York §
of the jree reserves concept. ork i3 often given credit for the development
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tary mechanism that the three uses of the term are not distinguished.
Thus, when there is an occasional denial or affirmation of the im-
portance of free reserves, it is not made clear which of the three
uses of free reserves is involved, and we can only judge from the context.
As we shall note, this has encouraged needless confusion about the
status of the free reserve conception and its importance in Federal
Reserve thinking.

One meaning of free reserves has to do with the causal role assigned
to the concept. Previous sections have presented the broad outlines
of the causal connection that was said to exist between free reserves
and interest rates, or changes in bank credit in the later evolution of
Ricfler’s notions. = A second meaning gives to free reserves the function
of indieating changes in the prevailing monetary situation, particularly
modifications of the Federal Reserve’s policy posture. Sustained
movements productive of large differences in the level of free reserves
usually have been interpreted to indicate more or less ‘“ease’” or
“restraint’” in the monetary system. Closely associated with the
signal or indieator funetion, often assigned to free reserves by Federal
Reserve officials, is the third use of the term. This 'is the target
function or the practice of incorporating some particular range of
free reserves as a guideline for monetary policy. . . ‘

The oceurrence of free reserves as a policy target is heavily de-
pendent on the assumption, implicit in the free reserves conception,
thut free reserves play a central role in the causal process linking
policy actions with the behavior of the credit markets and the money
supply. But this conception of the monetary process does not imply
the use of free reserves as a policy target. Thus it is quite consistent
with the continued adherence to the free reserves conception that other
targets may replace free reserves. As we shall see, the choice of an
alternative target provides no information that permits us to con-
clude that the Federal Reserve has rejected the conception of mone-
tary processes centered on the causal role of free reserves. Neither
does the use of some other target necessarily indicate that free re-
serves have been abandoned as a signal of changes in the monetary
Situation. However, abandonment of the causal connection between
free reserves und changes in bank credit would destroy any basis for
the indicator or target functions often assigned to free reserves.

Before discussing the use of free reserves as an indicator and/or
target of policy actions, it is useful to consider the large variations in
ree reserves that have occurred since 1946. The table in the ap-
Pendix* shows that the monthly average of free reserves regm_hed a
Iaximum of $1.1 billion in January 1946 and dropped to a minimum
of minus $874 million in November 1952. Since 1955 the monthly
&verage has moved between $500 million and minus $500 million.

or reasons that have been cited and are inherent in the definition,
the Federal Reserve cannot control the volume of free reserves on
& daily or weekly basis up to the last dollar. Ba.nks and th_e public
can affect the value of free reserves by borrowing or repaying bor-
Towing  converting demand deposits into time deposits, or depositing
and withdrawing currency. These operations cause changes in re-
guired or total reserves. Other factors such as float, movements of the
easury balance between commercial banks and Federal Reserve

*Appendix will apvear In full studs.
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12 FREE RESERVE CONCEPT

Banks, etc., introduce changes in the volume of free reserves available
on any given day. Movements of deposits from Reserve city banks
to country banks also change the volume of free reserves since reserve
requirements for country banks are lower than for Reserve city banks.
‘As a result of movements of deposits into country banks, fewer
reserves are classed as required Teserves, more reserves are measured
as excess reserves, and free reserves are larger. Movements of deposits
in the opposite direction reduce free reserves.

The Federal Reserve is principally concerned with extremely short-
run market influences, but it cannot hope to anticipate with precision
all of the movements occurring each day or week. It can and does
make projections designed to offset some or all of the anticipated
changes, as the earlier discussion of ‘“defensive’” operations pointed
out. But it must be satisfied with a level of free reserves that is
subject to daily and weekly variation.

The amount of variation that must be accepted has been reduced
in recent years. Better information, improved coordination with the
Treasury, and elimination of the higher reserve requirement for central
Reserve city banks have all contributed to the reduction in weekly
fluctuations. Most of the week-to-week changes in free reserves in
1962 were less than $50 million. Ten years earlier, week-to-week
changes of $100 or $200 million were not uncommon.

FREE RESERVES AS A POLICY TARGET

The Federal Open Market Committee at times specifies a range for
the value of free reserves. At other times, they may specify some
other criterion or a set of criteria. These alternative criteria are
often vague, e.g., concepts such as ‘“tone’” or “feel,’”” described earlier,
may be used. The Manager of the System Open Market Account must
then translate these statements into an operative concept, i.e., into &
range of free reserves or some other magnitude that he will attempt
to maintain. Quite often it is a range of free reserves that is chosen.

The choice of free reserves as the manager’s target is very likely
to emerge under the circumstances. The account manager’s position
on the credit market is similar to the position of the commercial banks’
money desk men in important respects. Both appraise events in the
context of a single bank’s frame, and both focus on extremely short-run
occwrrences. The operational duties imposed on both the account
manager and the money desk men channel their views in the direction
mentioned, as discussed in “The Federal Reserves’ Approach to
Policy.” Free reserves provide the manager with a concept that is
analogous to the “money (or Federal funds) position” that plays a
dominant role as a target for the money desk men. Variations in free
reserves consistently tend to play a major role in the account manager’s
considerations. And these same considerations will frequently lead
the FOMC to incorporate levels or ranges of free reserves among the
policy targets, or will influence the account manager to translate other

policy targets into a range of free reserves that he attempts to
mamtain.

We do not contend that free reserves are the onl i
. ‘ ¥ or most important
policy target of the Federal Reserve authorities. As we notlc)z(c)l, the

acceptance of the free reserve doctrine as a conception about the
structure of monetary processes, the choice of free reserves as a specific
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signal or indicator of monetary situations, and the choice of free
reserves as a policy target are distinct and only partly dependent issues.
The dependence of these issues is quite asymmetrical in the sense that
rejection of the free reserve doctrine would effectively remove free
reserves both as indicator and policy target, whereas acceptance of the
doctrine does not entail the other choices, except by a purely nonlogical
connection. The use of other policy targets, accompanied by a modi-
fied or fading emphasis on free reserve targets, is perfectly compatible
with the recognition that free reserves play a causal role in the mone-
tagly" mechanism and are nlso used as an indicator of “the degree of ease.”
he modification and adjustment of the policy targets, however,
%oses some problems not, fully or explicitly appreciated by the Federal
eserve authorities. A close control over some market rates would
preclude a close control over free reserves, unless the discount rate and
the reserve requirement ratios are continuously adjusted to evolving
circumstances similar to the FOMC’s open market operations. But to
the extent that requirement ratios and the discount rate are maintained
at certain levels, the close control of some interest rates near a target
level implies ubandonment of free reserves as a closely controlled
target. One goal must be sacrificed, in part at least, to the other.
or example, in the pre-Accord period, when interest rates were
pegged from above to prevent bonds from selling below par, some
control of free reserves was lost. Most recently, when bill yields
have been pegged from below to prevent a decline in short-term money
market rates, some of the control of free reserves has been lost again.
hen the Federal Reserve withdraws reserves from the banks
through open market operations to maintain a given bill yield, total
reserves decline. Some reduction in free reserves will result either
because member banks borrow additional reserves to restore some of
the reserves removed, or because there is not an equal concomitant
reduction in required reserves through a decline in demand deposits
or a shift of demand to time deposits. Pegging bill yields is therefore
Inconsistent with tight control of the level of free reserves.
he pegging of short-term rates in recent years has changed the
role of free reserves as a policy target. But that does not mean that
they have not remained an important indicator or measure of ease
and restraint. An illustration of the effect of choosing bill yields as
& guide to policy is contained in a graph accompanying an article
by the present Manager of the Open Market Account.”® The graph
18 entitled “Free Reserves fluctuated from week to week while Short-
erm Rates moved narrowly.” ] L.
“ The graph shows the efficet of choosing bill yields and rejecting free
Teserves as the primary target of Federal Reserve policy. We have
Seen that a necessary condition for the choice of free reserves as an
lndicator and target is the belief that a high level of free reserves
Induces a rapid rate of credit expansion and that persistently low
evels decelerate credit expansion. By choosing the bill yield as
Policy target, the Federal Reserve surrenders some control of the level
of free reserves. The primary instrument becomes the }nll .yxeld;
the level of free reserves must be adjusted to maintain the bill yield at

OF near some minimum level.

1ogg R+ W Stone, **Federal Reserve Open Market Operations in 1062, Federal Reserve Bulletin, April
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The choice of Treasury bill yields as a primary target of System
policy is one indication that the goals of System policy have changed.
The goal is now related to the so-called balance-of-payments problem.
The Federal Reserve has adopted the position that the difference
between domestic and foreign (especially European and Canadian)
short-term interest rates is an important source of the outflow of gold.
To reduce the outflow of gold, domestic short-term interest rates are
pegeged from below.

1t is indicative of the absence of analysis as a base for Federal
Reserve policymaking that the choice of the new instrument and the
new policy have not been supported by any detailed study that con-
firms or even strongly suggests that short-term capital movements are
highly sensitive to interest rate differentials. This does not mean that
the relationship does not exist. Some indirect evidence from general
economics supports the relation, but no direct evidence has been
adduced thus far that confirms a close and sensitive response of short-
term capital to differentials in short-term interest rates. Neverthe-
less, the new policy and the new target appear to have supplanted free
reserves and the goal of achieving ease or restraint; i.e., full employ-
ment and price stability.

The adoption of a new policy and a new target does not imply
that free reserves have been rejected as a measure or indicator of
ease and restraint. Rather it suggests thut domestic expansion has
been relegated to a position of lower priority. In the current and
past euphemisms, we have accepted the “discipline of the balance of
payments” in place of the policy of “leaning against the wind.”

Does the modified free reserve doctrine continue to meusure ease
and restraint? We suggest that the bulk of the evidence supports
the view that it does. The choice of a new target of System policy
is important, because it indicates a change in the aimns of policy. If
domestic expansion will be encouraged by the System only to the
extent that the constraints on short-term interest rates permit, then
the use of free reserves as a target has been suspended, while the
causal role of free reserves is not affected. ’

This is not the first time in recent years that the System has used
an Instrument other than free reserves as a target. During the
period in which Chairman Martin and others continued to refer to
free reserves as an indicator of ease and restraint, other targets were
mentioned at times in the ‘“‘Record of Policy Actions.” For example,
at the meeting of May 27, 1958, the manager’s targets were ‘“‘to
maintain the current posture of monetary ease, without further de-
%ressmg Treasury bill rates.” * At other times, particularly during

reasury offerings, the manager is told to “maintain an even keel.”

Numerous other targets have been used. At the meeting of
Decembel‘*‘ 19, 1961, a principal target of short-run policy was the
level of “available reserves.” This measures the “net change ia
total reserves after allowing for reserves provided or absorbed to offset
seasonal factori and_changes in Treasury tax and loan balances at
member banks.” ¥  Referénces to total reserves, unborrowed reserves
and a variety of other instruments are found also. At other times 10
specific eredit market target is mentioned. ’

3+ Record of Policy Actions,” Annual Report of the Board of G
ra of bo o ADT > Bos overnors f 3 58,
m:7n (t)u}yc %?r?aersi ] Qsﬁtéort-}li‘i%n 0{?’?02_"05 of Mor;)e;ary Policy,”” Review of Esoog%xtrtnli%ss:ﬁ lsgtftistics Supple-
, ,» P . Mr. D 25 W ivisi istics, |
ment, Febriiary | timel.) oyes was Dircetor of the Division of Research and Statistics, Board of
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FREE RESERVE CONCEPT 15

THE INDICATOR FUNCTION OF FREE RESERVES

Our previous discussion of “defensive operations” and the impor-
tance of random elements in the volume of free reserves implies that
a single policy target specified in terms of free reserves does not assure
even approximate control of free reserves in the shortest run. More-
over, banks do not respond iminediately to variations in the volume
of free reserves according to the best explications of the free reserve
conception. The very short run, or instantaneous, relation between
free reserves and “credit expansion” is, therefore, admittedly loose.
A longer policy horizon lowers the relative importance of the random
components and raises the extent to which the level of free reserves
can be controlled. These differences between the Federal Reserve’s
ability to control the short- and longer-run variations in free reserves
are of importance for a discussion of free reserves as an indicator or
signal of changing monetary conditions. .

Day-to-day variations in free reserves are relatively large. Banks
receiving increased reserves may hold them for a day or more, or
lend them in the Federal funds market rather than purchase securities
or reduce loan rates to stimulate borrowing. That is, banks may
interpret the inflow of reserves as “transitory,” the result of a
“defensive” operation when the Federal Reserve had in mind a
“sustanined”” change in a reserves, a “dynamic” operation or a com-
bination of the two. Similarly, losses of reserves may be treated as
“transitory” rather than “sustained” by the banks and thus lead to
borrowing in the Federal funds market.” For this reason the Federal
funds rate and the movements of Federal funds become additional
Indicators of the effect of policy operations.

Experiments with the reported free reserve totals suggest that a
3-week moving average of total free reserves provides a rqlatlvely
relisble indicator of Federal Reserve policy. We will consider the
evidence in more detail in scetion 2. It is pointed out here to suggest
that there may be a lag of several weeks between a change in the range
of free reserves and an evaluation of the change as a sustained change

y the market. .

. Several bankers have indicated to us that their staffs perform
similar smoothing operations to obtain a moving average of xyeekly
reported free reserves. Three weeks is often _used as the period of
the Mmoving average. It is probably not a coincidence that the 3-week
Ioving average permits observers to .isolate the periods betweeg
meetings of the FOMC. In any case, it suggests that bankers an
other interested observers of Federal Reserve policy may not I‘BSPQUd
Inmediately to a change in the level of fI:ee reserves by increasing
or decreasing their outstanding loans and investments. Much may
depend on the size of the change in free reserves, the rate on Federal
funds, the discount rate, the rate on Treasury bills, and the direction
In which these rates move. These and other signs are carefully
watched for clues to infer the composition of the changes experienced.

ur discussion in a previous chapter indicates that the response Qf
danks to variations in reserve positions substantially depends on their
Interpretation of these changes. Modifications. of reserve positions
Iterpreted as only transitory will not ipduce the pox_'tfoho nd]ustg
Ments typically associated with changes in reserve positions deeme
to be persistent and systematic.

29-678—04—4
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16 FREE RESERVE CONCEPT

From the viewpoint of the banks’ money desk men or the Federal
Reserve System’s account manager the central building block of the
free reserve conception—connecting free reserves to “bank credit”
expansion—seems most natural and rather obvious. Continuous
exposure to the daily variations in reserve positions and the associated
portfolio ‘adjustments seems to support the relationship. But the
reader is once more cautioned against such impressionistic evidence
that contributes little to the diseriminating evaluation of accustomed
beliefs. Less subjective procedures will be used in section 3 to exam-
ine the central core of the free reserves conception and will lead us to
re{ect it. Such rejection immediately invalidates both the causal
role and the signal or indicator function attributed to free reserves.

At the present we consider an essentially logical issue, viz, the appro-
priateness of assigning an indicator character to free reserves in_the
context of the free reserve conception. We are thus not questioning,
at the moment, the empirical relevance of this conception. We
accept it for the moment and question the signal and indicator func-
tion attributed to free reservesqby the Federal Reserve authorities.

. The logical issue cannot be settled by a direct critical exam-
ination of statements made by the Federal Reserve authorities.
Their pronouncements are usually too vague to permit a searchin

analysis without first translating them into a more coherent an

definite analytical context. Our appraisal of the compatibility of
the indicator character with the free reserve conception is therefore
based on a specific translation which we undertook for the examina-
tion of this question and related issues.® Once more we emphasize
that there is no guarantee that our explanation of the Federal Re-
serve’s notion is ‘‘correct.” Tt is offered as a substitute for the prod-
uct never supplied by the Federal Reserve authorities. Its com-
parative adequacy, however, can be judged by the extent to which
typical Federal Reserve statements can be successfully subsumed by
our analysis.

The explicit construction of the Federal Reserve’s free reserve
notions yields a remarkable result. It turns out that free reserves
could rationally serve as a signal or indicator in the manner used by
the Federal Reserve only if we possess detailed and reliable informs-
tion about crucial links in the monetary process that are presently
beyond our disposal. The required information must be sufficient
to separate the strands composing the observable behavior of free
reserves. In particular, the component attributable to policy actions
should be sepamted_ from the influences on free reserves emansating
from the economy via the public’s asset supply to banks. But in our
present situation, 1.e., in the absence of sufficiently detailed and reli-
able information concerning the structure of the monetary process,
no useful indicator function can be rationally assigned to free reserves
on the basis of the free reserve conception. Indeed, it can be shown
that even large variations in free reserves cannot be safely interpreted
as modifications of relative “ease” or ‘“‘tightness” with the ususl
connotations of accelerated or decelerated rates of “credit expansion.”
Moreover, even if all the required information were available, other
elements {to be explained in section 4) supply a simpler and more
useful indicator of the prevailing monetary situation and the Federal
Reserve’s posture.

3 CL. our paper “Evolving * * * ,”” op. cit.
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FHEE RESERVE CONCEPT 17

Detailed analysis thus exhibits the inadequacy of ussigning free
reserves an indicator function, even if the centmf causul role of free
reserves is acknowledged.  Under these circumstances, how can we
explain the attention focused on free reserves by the Federal Reserve
authorities? “The snswer must be found in the piecemeal nature
and uncoordinated charucter of the Federal Reserve's conception.
The Federnl Reserve apparently never viewed the simultanecous
operation and interaction of all the building blocks. Emphasis was
placed on the central bloch., relating market rates, or more recently,
the banks’ portfolio ndjustment with free reserves and the discount
mte. The other building blocks were vaguely disregarded.

Attention limited to the single relation emphasizing the causal role
of free reserves menerated n view of free reserves as n summary measure
of the monetary situntion. The relevant feedbacks und interactions
generated by the other relutions constituting the monetary process
were negleeted, although many of them were o part of the Ricfler
tradition. The Federal Reserve’s procedure may be likened to an
esplanation of price and output in terms of supply only, disregarding
that price and output emerge from the joint interuction of demand
and supply forees. )

EVIDENCE FROM PUBLISHED STATEMENTS

Our discussion has recognized three separable aspects in the Federal
eserve’s view of free reserves. viz: (1) the recognition of their
central position in the transmission of monetary impulses, (2) ther
Aeeeptance as o summary measure of u monetary situntion, the signal
or indicator funetion, and (3) their use at times as a target for mone-
tary policy. Two statements made in 1958 provide a_ relatively
dlear exposition of the free reserve doctrine as seen by the Federal
teserve®  The artiele published by the Federal Reserve Bank of
New York uppenrs, on superficial reading, to be a eriticism of “the
ree reserves doctrine.” But careful reading yields a different result.
A causul role of central importance is_explicitly recognized, and &
qualified indicator function is acknowledged. .
The qualifications that are introduced tike the form of explicit
Tecognition that other elements shape the banks’ portfolio adjustments
Jointly with the volume of free reserves. The joint operation of free
reserves and other elements at times modifies the interpretation that
can be placed on the effeet of o particular level of free reserves ou the
anks’ behavior. For example “while excess reserves have been
fairly stable, free reserves have moved over o wide range, marking
out the major swings between monetary ease and restraint.” An
Inportant qualification s introduced to explain why a given level of
ree reserves does not always mean the same thing. Country banks
are willing to hold larger excess reserves than money market banks.
he acerunl of free reserves at money market banks is expected, in
generul, to have a different effect on portfolio adjustments thun a cor-
ms{)onding aeerual at country banks. . .
dther qualifying factors must be considered. ‘At times when
banks have, for example, higher ratios of loans to deposits, or of long-

o - 3 LYNE ooy . ank

Frve Reserves,” Monthly Review of the Federal .l{egclno!{:l‘m__
York. Noveuber 1485 and W. W. Riefler, “Open Market O h-mllo{_ls_lu Loag-Term Seeurities,

Folery) Ruserve ‘l,!‘linln‘-:;‘:. f\'ﬂ"l"l‘l?“w'r H3s. 'l'ltu- Iltmm-r will be lut’.m& o ns *New York Bank”; the latier

8 "“Rietler,™ [lialic has been sdded.]
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i8 FREE RESERVE CONCEPT

term to short-term loans (measures of liquidity), they may be less
responsive to higher levels of free reserves.” However, the report
notes that the qualifications are not denials of the role of free reserves;
they simply indicate that the process of influencing “‘credit’’ is not
instantaneous. For example, note the following:

‘““When free reserves are held for some time at o relatively high level,
member banks will not only continue to make loans available to their
customers—and probably more readily available than at lower levels
of free reserves—but they are also likely to seek out new investment
opportunities aggressively * * *.” “It is in this way, through the
pressure of an enlarged supply of bank funds seeking investment
against a reduced demand for bank credit, that there is a tendency
for a high level of free reserves to be associated with falling interest
rates, increased liquidity in the banking system, expansion of credit,
and growth in the money supply.”

After a discussion of the effects of a reduction in free reserves the
New York Bank adds the following indication that it is the level and
not the rate of change of free reserves that influences credit expansion.
“(E)asing or restraining effects are related primarily to the level of free
reserves that is being maintained and are not dependent on continuing
further changes in that level. To be sure, as noted above, a given
magnitude of free reserves may induce different degrees of ease at
different times, depending on a variety of influences. But in main-
taining whatever degree of ease or restraint has been achieved under the
conditions prevailing at any particular time, it is not necessary for free
reserves or net borrowed reserves to rise continuously to higher and
higher levels, as has sometimes been supposed.”

On occasion one may encounter passages that seem to deprecate
the causal role or the indicator function of free reserves. The New
York Bank article refers to the “loose fit of any specific level of free
reserves to any degree of credit ease or restraint * * *’’ We have
considered earlier the way in which random variations impose a ‘loose
fit” in the very short run. But the formulation also refers to the
modification of the free reserves doctrine mentioned toward the end
of the last section. Other elements supplement free reserves as caussl
factors operating to shape the banks’ rate of portfolio adjustment.
The report suggests that ‘“‘consideration must be given to the dis-
tribution of bank assets among loans and investments of varying
degrees of liquidity, the size and composition of bank liabilities, an
the level and structure of interest rates.” Other factors may be men-
tioned on other occasions. A perusal of Federal Reserve pronounce
ments supplies ample evidence that the range of arguments in the
central relation was extended beyond free reserves and discount rate,
but the nature of the extension remains ambiguous.

Nevertheless, the conclusion is quite clear. “For all its limitations,
the free reserves concept remains a useful guide to the interpretation
of credit policy.” A very similar conclusion with many fewer quali-
ﬁcil‘t-lons 1s reached in the R.ieﬂer article;

Go Federal tReserv'e. operations also affect the prices and yields of
vernment securities becauset hey change the volume of free reserces
available to member banks.” Indeed, Riefler's discussion of Feder
Reserve operations provides an indication of their beliefs about the
quantitative impact of any change in reserves. “For example, if, &
general analysis suggests, something like seven-eighths of the effect
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FREE RESERVE CONCEPT 19

of an open market operation on the availability of funds in the market
relg)_resenls the effect of that operation on bank reserve positions * * *
while only one-cighth reflects the fact that bills were simultaneously
put into or withdrawn from the market, it follows that a comparable
change in the level of net free reserves from whaterer cause ultimately
should affect the gencral eredit situation and interest rates to roughly
the same extent as the open market operation or within seven-eighths
of the same extent.”

The above remurks pertain to the recognition of free reserves both
8s an indicator of current policy (“marking out the major swings’)
and as a target of policy (“held for some time,” “the ievel of free
reserves that is being maintained”). Riefler also introduces some
QU?llﬁCuthHS ubout the interpretations of free reserves as a measure
of “ense and restraint.” To remove doubt that statements published
n 1958 are applicable to the interpretation of current policy opera-
tions, more recent quotations are provided. These indicate that the
ree reserve concept has played a major role during the past 5 years.

One very clear set of stafements appears as a part of the answers
that the Federal Reserve gave to questions asked by the Commission
on Money and Credit. Under the heading “Operating Guides and

rocedures,” we are told:

“The figure of “free reserves’ or its negative counterpart ‘net
borrowed reserves’ provides a convenient and significant working
measure of the posture of policy at the time. * * * It is also a device
that is better ndapted than its components taken separately for
estimating and projecting the net impact of regular variations in
fa(itors aflecting reserves.

. “The gencral level of free reserves prevailing over a long period of
time may be viewed as an indicator of the degree of restraint or ease
that exists in the money inarket.”’® The writer elaborates on some
qualifications that must be made. “The particular level of free
reserves that may be nceded to achieve the objectives of policy may
Yary from time to time depending on changing economic conditions.”

ecognition is given to the possibrie changes in required and borrowed
reserves,3!

Further recognition of the causal position of free reserves is given
(p. 8) in the statement “The Federal Reserve restrains (or encourages)
ank credit expansion by reducing (or increasing) the banks’ primary
Iquidity.” The latter term is defined (p. 6) as follows: “Primary
ank liquidity relates to the net reserve position of commercial banks.”
These remarks clearly indicate that the policy of the Federal Reserve
15 to operate on the level of free reserves in order to effect an increase
or dqcrease in the rate of credit expansion. However, qualifications or
modifications are shortly introduced (p. 9).

“The significance at any given time of net borrowed reserves (or
Tee reserves) as a factor tending to restrain (or encourage) bank credit
expansion depends on at least five things: (1) the magnitude of free
Teserves (or net borrowed reserves); (2) the level of short-term money
rates relative to Federal Reserve discount rates; (3) the vigor of
actual current demands for bank credit; (4) the existing level of total

" Commission on Moaney and Credit, *The Federal Reserve and the Treasury. * * *” Op. eit., pp.

19-20. [Italies have been added here and in the following guotations.]
* Op. cit,, p, 23(1.‘E Th(rv‘ ?mgec numbers in the text that follews refer to the Federal Reserve’s answer to

the Commission on Money and Credit.
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20 FREE RESERVE CONCEPT

bank liquidity; and (5) the vaviations among different clilssos and
groups of banks with respect to the conditions just numed.”

The Inst quotation, reportedly written by Woodlief Thomas of
the staff of the Board of Governors,® makes quite explicit the role of
free reserves as a causal entity of ecentral importance and as a measure
orindicator of policy. 1t should be noted that few of these statements
suggest that only free reserves influence the rate of credit expansion.
But all of the statements assign un important role to free reserves as a
measure of eredit policy and as a magnitude to be modified by policy
action in order to achieve desired changes in credit markets or the
money supply. .

Additional testitnony to this effect appeared in an article by Youug
and Yager published in 1960. Their statement assigns a primary role
to free reserves and omits many of the qualifications.

«“ % * * |Tihese mechanical aspects of monetary regulations find
their summary in the movement. of net reserve positions of the banks,
"This quantity, in effect, may be thought of as the rudder by means of
which the monetary ship is made to ‘lean against the winds.’ * **
Since operations to increase or decrease the System’s portfolio are
undertaken to change the direction of the rudder--that is to influence
the net reserve position of the banking system on the basis of either
short- or longer-term corsiderations or both * * * .’ &

The evidence that free reserves have been used as both a measure
and, in their causal role, as an instrument of policy is relatively clear.
However, one final quotation is introduced to establish (1) that the
interpretation of free reserves as an indicator of policy has been sug-

ested within the last several months and (2) that our interpretation of

ederal Reserve views is confirmed by statements of their staff.* In
particular they state that increased borrowing by member banks has
a coatractive effect on the stock of eredit or its rate of adjustment.

“One of the most sensitive measures of the duy-to-day interaction

of mouctary policy and market forces is tho so-called net reserve
osition of banks. = This measure is computed by subtracting member
ank borrowing at the Federal Reserve from excess reserves.” A per-
#wstent change in_net reserve positions over a period of several weeks
often indicates a basic shift in the credit climate.”
_ “In fact such market conditions are likely to stimulate growth
in total bank reserves by increasing the willingness of member banks
to borrow from the Federal Reserve. However, if a rise in total
reserves is composed largely of borrowed reserves, it is less likely to
be sustainable than if it 1s composed mainly of nonberrowed reserves.
Member bank borrowing at Federal Reserve Buanks is generslly
regarded as & temporary source of reserves both by the borrowing
bank and b_\{' the Federal Reserve officials who administer discount
operations. This transitory or emergency nature of borrowed
reserves, * * * tends to limit the volume of credit that can be
supnorted by such reserves.”
. These statements, as a group, are sufficiently elear that no swnmars
is required. Our interpretations and some criticisms have already

B See Giuy Noyes, “Short-Run Objective of Monetary I® - = : : 3
Su,?%h-mpm. Februnry 168, p. 147 of Monetary Polley,” Roview of Feonumicy snd Statistics

fa
ulpht A, Young und Cliarles A, & A " .
Esonpli A, Youngsnd ﬁ)\r o8 A, Yoger, “The Keonomics of Biils Preferubly,” Quuru rly Journal of

3t M enstires of Member Bank Reserves,” Foderu! Reserve o ;
on pp. §01 and 893, respectividy, o Fedenst Reterve Rulletin, July 1963, The quotations sppest
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FREE RESERVE CONCEPT 21

been made in an earlier section.  Additional indications of the attach-
ment of the Bourd of Governors, the Federal Open Market Committee,
and their stafls to the free reserves concept are readily available,
bowever,3

Some clues suggesting recent derelopments of the free reserve conception

Recently, a series of statements with somewhat different. import
have been made.  These statements are somewhat ditlicult to inter-
pret; they may indicate a change of views in the System, or they may
reflect existing dissents or diseussions.  Some people within the 8ys-
tem apparently reject the level of free reserves as an indieator und
question the eausal role customatily assigned to free reserves. De-
spite the very recent statement of the Manager of the System Open
Murket Account deseribing policy operations in 1962 in terms of the
modified free reserves doctrine, there is some evidence that the use-
éulne&q of the free reserve concept is not accepted throughout the
ystem,

Clues from published statements
A recent publication of the Federal Reserve Bank of Atlanta asks
rhetorically what the Federal Reserve System controls. "The answer
given is clearly not free reserves but total reserves. It is total re-
serves that influence the expansion and contraction of “bank credit.”” *
Lest some doubt remain that the free reserves conception is bein
reconsidered by some officials, the article discusses excess reserves an
orrowings as indicators of policy. It rejects these measures largely
for the usual reason that the distribution of excess rescerves and bor-
rowing is important. Free reserves are then discussed. The report
stresses that “they are greatly overrated as a barometer of credit
uvailability, In fact, focusing on free reserves can be misleading.
‘e Failing as a sure sign of credit availability, frce reserves are
also faylt ¥ as a measure of the intensity of credit demand. Moreo,vg_r,
they are not usually very indicative of actual bank credit trends.” ¥
n other recent occasions, Federal Reserve spokesmen have assigned
only the shortest run significance to levels of free reserves, and longer
Tun significance to total reserves. Such statements suggest a modifica-
tion, Eut not a rejection, of the free reserves conception. They can
be reasonably interpreted in the context of a cohe_rently formulated
Tee reserve conception that explicitly traces the interaction of the
relutions composing the monetary process. The affirmation of the
onger run significance of total reserves docs not necessarily reveal a
a—— . LN N
Feicthy o Mo, Mastin, -statements to Congress, Monetagy Polis 80 e Hoonomg ek
h'vlowonhe Federal H'l-'e.'w Jank of San Francison, p. 113, "Smnowh.u“h-»: l-.:e.u.- |S‘|‘(ll::||.l'(l l‘: .IﬂH‘I
-:i :';:J_"" Teserves from $4 0 wmitlion (o 8111 million. "15;),. ) lcor;er_j.lﬂ. (l:;n{;_:'. n!n_“l&-‘\ I«S\'w’ ‘:{ ll l:lt n\,i':x"u,:l 5 ya't:lr) g
I 'l'n)lﬁl(');:ell-’i(‘:.m:’c"-cp 'F.-&I::-'.,Tu:-‘:; :ﬂ;;:: .\lu.'ﬂ'.(!l'();;erzluons in 1952, " Federul Reserve Balleim,
Apell 193, n,"G31: “indiaitive of the muldness of the shift in emphashs toward less ca-e in Juue, wu'kll 1
if,v:"““ {100 ro.erves mn-L often tmoved lu o ranee of about $350 1lilion to 8530 millon frox mid-June tom

rber.te & & = attention was pata Lo free recory o<, but 10t o the exteet of pursuing partici
erve lovels ot th cem el “J?fﬁ"l'f Inol.{u- ceneral tone o'l!h”]"m“mrr {!u;'l:rtl. r'unf..')thr:) '(;f"llll,:‘::
e e men ey wre he loration of reserves, () the orvallabllity of Feders ds, 2
ﬂn:u:lcl:uz llm'?lh:."(“n;l)'lr'::!rl? l?:'d::.zlsl:vrm rates, i¢) the pattern of eapital markel dnwl.xpmq\.ls. { N ?t‘(lllllt
:-:.‘;?n.\hm. and {g) ¢rewth In the moacy supply. 16) \'m;km:t nln\;_-‘u:m:‘o‘l‘ r“t‘;‘wr ﬂ:"ﬁ‘} 3{;{-;!:“_::::0 _t'l“' o
redar Temtted In *T'he Poliey Actions” In Annual Repo uard of Gosernozs of th
Kedor) '34"!':"':'9 Igyue:nt. ‘ml;:)lr‘:’mx‘x’ml:a th; report of the mestines on July 11, 1941, Mar. 25, 197, and
Aty membersof the Federal Reserve

Auz. 19,
® e Wha Y tne sre the reserves of banks that are v
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‘l"hllnzl-s in the other.” Harry Brandt, ~Controlling Resorves,” Monthily Review of the Federal Reser

';:nk of Atlanta, September 1063, p. 1.
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22 FREE RESERVE CONCEPT

disposition to reject the free reserves conception. More likely it
suggests that some of the building blocks described earlier, that had
been discarded, are now explicitly considered and acknowledged as
relevant.

A more fundamental attack on the free reserves doctrine was men-
tioned earlier. The statement ‘“‘use of the term excess reserves’ to
indicate a supply of readily available funds or unused lending power
is probably misleading” attacks the root of the free reserves concept
as an indicator of potential expansion. It substitutes the view that
“g relatively high average level of excess reserves that persists for
several months does not necessarily indicate that there is an expansive
force on bank credit and money; instead it may reflect a weak credit
demand, low interest rates, or an increased desire for liquidity by
bankers.” 3¥ The banks’ demand for cash assets or reserves is thus
introduced as an influence on the rate of expansion of money and
credit and interpreted as a response to the prevailing level of interest
rates. As suggested above, this position is inconsistent with the
analysis based on free reserves and the use of free reserves as an
indicator of “‘ease and restraint.”

The admission of a systematic response in the banks’ cash asset
position to prevailing interest rates is not a minor adjustment of
prevailing views. It is a major break with the Riefler-Burgess tradi-
tion that assigned a nonvolitional character to banks’ indebtedness
and later to free reserves. The abandonment of this position is &
rejection of the causal role and the indicator function assigned to free
reserves by the Federal Reserve authorities. The discovery of bank’s
demand for free reserves by the Federal Reserve authorities must lead
eventually to a fundamental readjustment of the Federal Reserve's
conception of the monetary process. Such a readjustment will in-
volve a radical break with an accumulated heritage of views and
gg(l)pouncements assessing monetary situations and guiding monetary

icy.

Clues from answers to questionnaires

These signs of dissension or disagreement within the Federal Re-
serve System suggested that there may be serious questioning of the
causal role and indicator function assigned to free reserves. To obtain
more information, a questionnaire was sent to each president of the 12
Reserve Banks and to each member of the Board of Governors. The
presidents and the Board members both answered the questionnaire as
a group and indicated substantial agreement within each group.
Both replies nre reproduced in the appendix to this study.

ﬂ‘W'hat; flo their answers indicate? Questions IT, V, and VII in
ef ect ashed th(la‘ FOMC members to explain the substantive content
of “ease” and “restraint,” to describe the monetary mechanism, to
specify the role of free reserves in the monetary process and ‘the
meaning that they assign to changes in the level of free reserves.
%uestlon 11 asked that the analysis be applied to a particular context,
the year 1962. The responses to these questions are extremely helpful
in clarifying the state of the Federnl Reserve’s thinking. Moreover,
the answers provxdp evidence of disagreement between the two groups,
since important differences of emphasis appear. These differences
suggest the emergence of a “conceptual interregnum.” The free
reserve doctrine is no longer accepted by all as the primary building

# ’Excess Reserves,” Review, Federal Reserve Bark of St. Louis, April 1963, p. 15
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block in the analysis. The answers provided multiply the signs that
the inherited doctrine is being reconsidered. But the answers also
reveal quite clearly that the reconsideration has not proceeded far
enough to provide a firmer foundation for monetary policy or a more
appropriate analysis of the monetary situation. Residues of the free
reserve doctrine, emanating from the Riefler-Burgess tradition, con-
tinue to hold a prominent place in the Federal Reserve conception.

The 12 presidents indicate that free reserves are one of the indicators
but usually not the most important indicator of “credit conditions”
even in the very short run. Short-term market interest rates are
important in relation to the discount rate (II).® All of these factors
are summarized in the statement that appears to define changes in
the degree of ease as “an availability of reserves relative to the
economy’s demand for credit” (V). .

Levels of free reserves above $500 million have occurred in periods
of ease since the “Accord.” But the degree of ease is not the same
each time the level of free reserves gets above $500 million because
there is no unique association between free reserves of _$500 million
or more and a particular level of borrowing, short-term interest rates,
or credit expansion (I1.4). The demand for reserves must also be
considered (1.2 and V.2).  Infactitis total reserves, not free reserves,
that is “relevant from a longer term point of view” (I11.2).

The Board of Governors notes that “ease” and “restraint” are

relative terms. They must be interpreted in the light of the demand
for reserves by banks. “Interaction between the supply of and
demand for free reserves gets reflected in the rate of expansion in
total required reserves.” The distribution of 'free reserves is at
times an important indicator of short-run behavior of the monetary
system (II.1). “The level of free reserves is * * * an indicator
of the degree of ease or restraint if interpreted in the light of prevailing
demand conditions” (IL.2; italic in the original). But the most
Important fact is the demand and supply for loanable funds. )
. The principal supply factor subject to Federal Reserve policy
Is said to be the supply of total reserves. This is rpﬂected m t}:e
level of free reserves, on the supply side, but must be judged relative
to the demand for free reserves. The latter shows primarily changes
in the desired borrowing of member banks since the desired excess
Tes(tlérlve position of mem%er banks “changes only infrequently’” (1I.2
and 11.1). .

Measgremcnt of the demand for free reserves cannot be precise.
But the factors influencing the demand are provided “by changes in
bank loans, especially business loans, and by the level of interest
rates on short-term securities and the Federal funds rate and their
relationship to the discount rate.” The context suggests that other,
unnamed factors might be important also (VII). .

The Board appears to place substantially greater influence on the
level of free reserves than do the Reserve Bank presidents. Both
emphasize a number of other factors, that modify the “free reserves
doctrine,” but the presidents seem to suggest that free reserves are a
relatively poor indicator of short-term policy and that total reserves

are better both as a target and as an indicator of policy. Both groups

—— .

¥ Roman aring in the text will refer to the numbers of the questions in the appendix, when

the mswemnﬁggrﬁgpgemphrmd or quoted. 1f a particular subsection is paraphrased or quot_ed, the
reference will be given ss11.3. The sppendix will appear in the full study to be published later.

29-978—64——B5
Digitized for FRASER

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



24 FREE RESERVE CONCEPT

seem to agree that if free reserves are used as an indicator of policy, the
following must be used to interpret the meaning of the level of free
reserves:

(1) The rate of expansion of bank loans and investments, the
rate of expansion of bank loans, or both; )

(2) The Treasury bill rate relative to the rediscount rate;

(3) The Federal Tunds rate relative to the rediscount rate;

(4) The distribution of free reserves, an important factor in the
very short run only. To these the presidents would add “tone”
or “feel.”

There is substantial agreement in the two statements that free
reserves are generally not the target of monetary policy. At times
free reserves may be used for this purpose. But a variety of other
measures and concepts are also used from time to time. This topic
will be considered in a later section when we discuss the procedures
%& the FOMC meetings and the information that is given to the
Manager.,

Both groups recognize that “ease’” and ‘restraint” are relative
matters. Both define these concepts in terms of demand and supply.
For the presidents, it is the demand for credit relative to the supply of
reserves; for the members of the Board, it is the demand for and supply
of loanable funds that determines the prevailing degree of ease and
restraint. But this is probably more a difference in wording than in
content. The supply of loanable funds is influenced by the supply of
reserves, It is in this way that monetary policy is said to operate.

A part of the mechanism underlying and responding to monetary
operations is described by both groups. The 12 presidents separate
the effects of changes in the supply of reserves from those associated
with the demand for reserves by banks, although they suggest that
the mechanism is similar in both cases. Central to the discussion of
ease is the implicit assumption of a small short-run response by
business borrowers to a reduction in interest rates occurring as 8
result of increases in reserves (V.1). No evidence has been provided
to support this contention, but it is assumed to be a basic feature of
the process. As a result banks' restore and increase their earning
assets by buying securities. This reduces interest rates and adds to
the stock of money. The 12 presidents seem to recognize that the
rarte of monetary expansion or contraction may differ from cycle to
((’%, ():le even if the rate of credit expansion or contraction is the same

. 'The major point of interest that seems to emerge from the discus-
SlOll_l 18 ﬂ}\ﬂit the stock of credit or its rate of change is the focus of
g? (;(‘R;ér fl 0t119y I\Sr said to respond to an unspeu.iﬁea and complex set
o1 othe ;alc rgxs Ig -1). A part of any increase in reserves stemming
g dPC_ market purchases will be used to advance credit (VII).
relalseis estg;)spls t!‘;;l& of any mcreaje in nonborrowed reserves. Borrowed

¥ rently are not used to su iner i 1
to tho 12 presidents. pport or increase credit according

The Board’s reply explicitly lists the ways i i i
C _ > S ways in which banks will use
ﬁtei?feé'rwﬁi {1;111 g;flods of ease following periods of restraint. The details

and the discussion is less informativ

) ! ative, but the con-
c}?mons are approximately the same as the presidex,lts’ (V). The
ia ect of time deposit rates and rates of interest paid by savings and
oan assoclations are explicitly recognized as important factors that
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influence the rate of monetary expansion and the distribution of
deposit balances between demand and time deposits.

These statements, when read in detail, seem to suggest that some
earlier criticisins of Federal Reserve pronouncements made in this
report are not applicable to the present FOM(Y. Both the presidents
and the Bourd of Governors appear to be aware of the differences in
the rates of credit und monetary expansion and even appear to explain
the differences in these rates in a manner somewhat similar to the
analysis presented in a previous section. Wenknesses in the free
reserve coneept are more or less implicitly acknowledged and the
demand for reserves by banks is introduced s an important influence
in the process, diflicult to measure, but nonetheless capable of being
approximated by reference to observable market entities. Among
the important influences affecting the demand for reserves, short-
terin interest rates relative to the discount rate appear to be prom-
inent. Thus despite the many earlier indications to the contrary,
the replies suggest that the Federal Reserve has abandoned, perhaps
fecently, much of the previous analysis of the monetary process that
has been criticized here. .

But some disturbing elements remain.  Recall that a basic feature
of the free reserves concept is the view that borrowing by member
buanks exerts u restrictive effect on the expansion process and that
repavments of borrowing have an expansive effect. This interpre-
tation of borrowing remuins as an anachronism. Moreover, the
emphasis is still on the rate of eredit expansion, not on the rate of
monetary expansion. “Monetary policy is concerned with the overall
availability of credit.” Although it is recognized that eredit ex-
Pansion does not mean the same thing when the rate of. monetary
expansion is slow as when it is fust, “credit”’— not money—is regar(‘le.d
85 the factor transmitting Svstem policy to the economy. This
means that if credit is expanding at a_rapid rate, ense is occurring,
eten if the money supply is reduced. ‘The answers to some specific
Questions make this clear.

Policy in some specific contexts o
The questionnaire asked about some specific policy situations,
1919 and 1961. The answers provide strong evidence tha’t the
“eredit”’ view remains dominant. The reformulation of *“ease” and
“restraint” in terms of the interaction of the demand for and supply
of reserves or free reserves has not heen systematically absorbed.
he analysis that plays a prominent role in response to more general
Questions is nowhere in evidence when specific questions were
answered. .
During 1949, a year of recession, the money supply declined.
From the end of June 1948 to the end of June 1949, the stock of
Money decreased by more than $1 billion. For the calendar f'ear
1949, the decline was smaller, less_than one-half billion dollars.
uring the early months of the recession in 1957, the stock of money
fell at the rate of 2.7 percent per annum.  In 1961, 2 year of recovery,
the money supply grew at about 2.6 percent per annui. The
Mmembers of the FOMC were asked to explain these differences n rates

of chunge in question I.6.

The Board of Governors replied that they were following “an
active countercyclical monetary policy In both years,” i.e., 1949
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and 1961. The fact that the stock of money did not increase during
the vear of recession but did increase in the year of recovery was
due ‘apparently to other forces. The 12 presidents stated that *if
the Federal Reserve were to attempt to force an increase in the money
supply at a faster rate than the ]])ublic was willing to add to its cash
balances at prevailing price levels, the result would be rising prices
and aggravation of the bulance-of-payinents situation rather than
promotion of sustainable economic growth.”

The Board characterized policy in 1949 and 1961 as “stimulative.”
This assessment follows if one accepts the inherited notions composing
the “free reserve doetrine,” deseribed in previous sections. ‘Toward
the middle of 1949 free reserves moved from a level of approximately
$600 million to o level of approximately §S00 million. Again in
1961 free reserves would be inrerpreted to refleet a “stimulative
poliey.”  The radical difference in the behavior of the money supply
observed during the recession of 1949 and the upswing of 1961 s
therefore attributed to the operation of “other factors.” “Among
the most important of these faetors are the economy’s demands for
bank eredit, public preferences for holding liquid assets in particular
forms, and the incentives for banks to make loans and purchase in-
vestiwents.”  But the Board’s answer supplies no clues or references
to explanations of kow these other factors operate to affect the money
sapply. No information is given about the relevance of these “other
factors” in the money supply process.

Our own aualysis of the two periods, based on a framework sum-
marized in section 4, yields a radically different result, The
difference in the behavior of the money stock in the two periods is
:l‘mmnnled by the difference in the Federal Reserve's policy behavior.
The reader is invited to consult the chart on the growth rate of the
extended base in the appendix for a summary measure of poliey action.
An inspeetion of the chart indicates that the extended buse had a
negative growth rate of about —8$500 million during most of 1949; in
1961 the growth rate was positive and rapidly accelerating,

Monetary policy was thus strongly stimulative in 1961 and strongly
deflationary in 1940, The differential bebavior of the money supply
thus reflects the difference in the policy pursued by the Federal Re-
serve authorities. “Other fnctors” do not explain the deflationary
poliey Rursuod in the 1019 recession.  Indeed. some relovant “other
?{‘:\;(?::o’:“l‘:m:xl\tlo ojl'scll the _doﬂnlio‘um:\' consequences of thie Federal
joserves b or in that year. Foremost among these factors 1s
the public’s realloeation of its “payment money” between currencs
nn’d‘ cheeking deposits. :

“ntll:le(;' d;_ﬂlt'(l;s in Ll:: monﬂ{‘_ supply in 1949 was not the result of
il B ot el npensating  a properly “stimulative policy.
-veither did it reflect the working of o substantial lag between poliey

actions and the responses of the monetary system.  The decline in the
money supply reflected the policy pursued by the Federal Reserve

Sy F ; . -
:él(l(t::'(l);u:f ]&g(‘.re simply was no “stimulative policy” during the
The presidents’ answer indicates that an increase in the money
supply beyond the volume desired by the public would only raise
prices and aggravate the balance-of-panvments deficit. The Iast point
of course ’has no bearing for 1949, But the central portion of the
presidents’ answer appears to deny anv effect of increases in the
money supply on real output. The effect would be completely es-
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hausted by rising prices. The answer provides, of course, no analysis
or evidence supporting the contention that an increase in the money
supply during a recession only raises prices without raising real income.
To our knowledge no analysis has been performed by the Federal
Reserve in order to present a reasonable case for this contention. A
mass of contrary evidence suggests the opposite conclusion.

Question IIT asked the FOMC to interpret some published state-
ments by the present Manager of the System Open Market Account.
It was asserted that policy has shifted toward “slightly less ease”
in 1962. Our observations indicate that free reserves declined with
little noticeable effect on the stock of money and credit or on interest,
rates. The replies of the Board of Governors and the 12 presidents
were similar except for one point. Both agreed that policy contrib-
uted to expansion in 1962, that the policy of “slightly less ease’” was
reflected in money market rates, particularly on Treasury bills and
Federal funds, and that it was not clear that ““credit’ was restricted.
The presidents add that they did not intend to restrict credit but
only to increase interest rates. This appears to deny any effect of
increased interest rates on the demand for loans, a position that is
inconsistent with their explanation of the operation of monetary pol-
icy by inducing changes in interest rates.

What are the facts about interest rates and free reserves in 1962?
The monthly averages of daily figures indicate the following for
particular months:

TavLe I11-1.—Federal funds rates and free reserves for selected months of 1961-62

Federal funds| Free re-

Month rate in serves in

percent millions
Decemnber 1961 ... e mamtememmememmeeeeeeesemeeanean 2.35483 $419
January 1962__ .. - 2.15322 _5«36
March 1962, - 2. 84677 379
June 1962.. 2.68333 301
July 1062, . oo e ieeeem—ana e mmann 2.70967 440
AUBUSL 1062 _ o ieaeccteceeecmememcases—emtsceeescnasasan 2, 92741 439
N OV IO T 190 - o e cmmeem—ememmme—eeetmm o emmmemeemmmnnn 2.94383 473
B CCINIDIET 1962 oo o e icmmasecesrasaceeasemamcc—me—smmmsessamaceaone 2.92741 268

Federal funds rates increased strongly from January to March.
Thereafter, they fluctuated in a rather narrow range. When the
System allegedly shifted toward “slightly less ease” in mid-June, there
is almost no sign of an increase in the Federal funds rate, and there
is a rise in free reserves on a month-to-month basis. It was not until
August that the Federal funds rate rose above the rate prevailing in
March. Thereafter it fell slightly, rose in November, and was the
same in December as in August to five decimal places. In late
December, when the System again shifted to “slightly less ease,” free
reserves fell noticeably. But that is the only indication of slightly less
ease in the monthly figures. . )

Treasury bill yields were higher in December than in several
Previous months.” But the peak for the year occurred in July, and
Yields were lower at the end of the year than in the middle. The same
18 true in general for 6-month bills, 1-year bills, longer term Govern-
ment bonds, and municipal bonds. Moreover, the annual rate of
change of the money supply was one of the largest for any 6-month
period since late 1951, 6 percent in the latter part of 1962 against
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minus 0.9 percent in the early part of 1962.4 % Aside from the changein
free reserves in December, it is difficult to find any indication of
“slightly less ease” in the information which the Federal Reserve
replies referred.

One last answer should be mentioned. Question IV asked both
groups to explain what was meant by an “even keel.” References
to the “even keel” policy are not uncommon in System statements,
but we had not been able to find any explanation of what was supposed
to remain “even.” The presidents replied that maintaining an “‘even
keel”” meant that no action would be taken that would alter conditions
in the financial markets before, during and shortly after Treasury
financing operations. A minor policy shift might be undertaken.
The Board of Governors’ reply was slightly more explicit. There
are no changes in rediscount rates, reserve requirements or reserves,
and money market conditions large enough to cause a change in
expectations, We interpret this to mean that there are no “dynamic”
operations.

The presidents add that free reserves would not be kept constant.
Some effort would be made to keep them in a range. But, it is added,
free reserves are a highly imperfect indicator of market atmosphere
(IV.3). Emphasis is on “reserve availability,” in a context that
seems to suggest that total reserves, less the reserves required to sup-
port Treasury déposits, are taken as the reserve guideline. However,
“every market situation is unique” and no general conclusions can
be drawn (IV.1).

The Board of Governors do not so clearly deny the relevance of
free reserves as a market indicator. Instead, they repeat that con-
stant free reserves are not inconsistent with an unchanged monetary
position. This suggests that some operations on {ree reserves may
be attempted.

At first glance it is difficult to reconcile these differing replies to
specific questions. How can a single committee have differing interpre-
tations_of the meaning of policy? How can a particular measure
mean slightly different things to different groups serving on the same
committee and making policy decisions? The answer must be that
policy directives are made in relatively broad form and that specific
meanings have not been assigned or agreed upon. Consideration of
the available information on the procedures of the FOMC suggest

that this is the case. After a summary of the evi in thi '
b ) ‘ e evidence in this section
we will return to that discussion. v ’ y

Summary: The modified free reserves doctrine

The ew"x.dence from the statements submitted by the members of the
FOMAC is subject to & number of interpretutions, particularly when
read in the light of earlier statements and of applications of their con-
;:)ept-xons to particular events. It seems clear that no attempt hss

een made to write down an explicit statement of the mechanism that
relates the actions of the Board of Governors and the FOMC to the
St]ggrlliec(l)fb mtolxlley or credit, and to investigate how much can be ex-
Ejudgme gt 4 ?s pzl}':écﬁar }Ongcbnmsm. Even if one firmly believes that
does not follow that fac:: mlanpqr(icant et an decisionmalcing l’E
11
must be shown to be relevante.Vl erico axe useless. - Even “yudgment

" # The rates of change of th
Aty oS ol Octgber ¢ ggltxxogey supply are reported in the Review, Federal Reserve Bank of 8t. Louis,
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Yet there is little or no evidence provided that shows or denies that
a particular measure of reserves, perhaps augmented by some mensures
of interest rates, has a clear and definite relationship to the stock of
credit or money or to some other magnitude. Evidence of this kind
would seem to be a prerequisite for policy and for the belief that a
certain conception is valid as well as the belief that a particular
measure of reserves is more useful than certain other measures.
Without analysis and detailed evaluation of the evidence, it is ex-
tremely difficult to improve understanding of the mechanism con-
necting monetary policy with the economy.

TFor these reasons, we attempt to set down in explicit form the
mechanism that seems to emerge from the statements quoted. Enough
has been said to indicate that there are areas of disagreement within
the FOMC, that at times some factors are considered to be more
important than others. But unless detailed evidence is used to
support these assertions, there is little chance that monetary policy
operations can be improved, that the “degree of control” can be
increased. Moreover, the statements quoted above generally do not
deny that free reserves are an indicator and, at times, a target of
policy. Generally, they suggest that free reserves are only one of the
elements that must be used. It is for that reason that the conception
is referred to here as “the modified free reserves doctrine.”

We believe that the free reserves concept is regarded as one of the
crucial links in the so-called credit mechanism or the money supply
process. To represent the view that a particular level of free reserves
does not always bear the same relation to the rate of change of credit,
three interest rates are explicitly mentioned as modifying factors.
These are the rate on Federal funds, the rate on Treasury bills, and the
discount rate. But the references usually suggest that two of these
rates, the Treasury bill rate and the Federal funds rate, must be meas-
ured relative to the third interest rate, the discount rate. Thus, it is
not the absolute yield on Treasury bills or Federal funds that matters;
these interest rates must be judged relative to the prevailing discount
rate. In the very short run, the distribution of free reserves is said to
be of importance also. In addition, some ambiguous fr_mgg elements
remain, their position unresolved in Federal Reserve thinking.

The core of the many and often divergent statements of the Federal

eserve may be sumimarized as follows: .

(1) Given the prevailing economic conditions, the demand for
and supply of reserves can be expressed in terms of the level and
distribution of free reserves, and the two measures of relative
yields. These factors are influenced by monetary policy and in
fact, dependent, at least in part, directly on policy operations.

(2) The rate of expansion _of bank credit is dependent, at lei_lst
in part, on the way in which monetary policy operations in-
fluence the factors affecting the demand for and supply of re-
serves. The rate of credit expansion is dependent on monetary
policy also, but indirectly rather than directly. The intervening
relations are the measures used to summarize the demand for
and supply of reserves. _ .

(3) Recent pronouncements of the Federal Reserve authorities
do not deny or reject the inherited free reserves conception. In-
stead, they compound the confusion by introducing new notions
that contradict the old in important respects. But the older
ingredients remain, and the inconsistencies are not resolved.
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Among the most fruitful of the “new ideas” is the recognition that
bank indebtedness and the prevailing level of excess reserves
result from systematic choices made by bankers in response to pre-
vailing market conditions. But the older conception, emphasizing
an alternative view of these entities as elements imposed on the
banking system, remains. There is no evidence that this conflict
has been recognized. If the Federal Reserve attempted to
develop a coherent and useful conception, the conflict would
becomre apparent. More important, it is doubtful that the new
conception has reached the policymaking bodies.

The dependenee of the rate of expansion of bank credit in the short

run on the level and distribution of free reserves and relative interest
rates does not imply an absence of other influences. There may be
changes that arise by chance, e.g., errors in the interpretation of
Federal Reserve policy, predominantly local influences that do not
balance out nationally, and other random events. Moreover, there
may be lags in the effect of some of these factors on the rate of ex-
pansion of bank eredit or other influences that have not heen men-
tioned in their statements. No amount of private speculation and
guessing can substitute for a critical examination of the extent teo
which the rate of expansion of bank credit or of moneyv has been
influenced by the factors summarized above. Only after the attempt
has been made to examine the evidence in relation to the presumed
mectl_mmsm can we intelligently accept, reject, or modify the con-
ception.
. The heart of our intended criticisin of the Federal Reserve System
is that we have found no evidence which suggests that any detailed
tests or systematic evaluations have been performed. This has had
three important results:

(1) It has prevented a clear formulation of the relation between
monetary policy and the rate of credit expansion that can be
used as a guide to future policy operations;

(2) It has prevented any thorough internal evaluation of the
successes and failures of past policy action as a guide to improved
understandmg' of the process and the avoidance of future errors;

(3) 1t has given Congress and the public very little real under-

standing of the power or lack of power of monetary policy as 8
Dmeans of promoting employment and price stability.

to g:(siif:}tletgwdﬁtiw {retf reserves doctrine permit the Federal Reserve
in t}Le past? eégllqtob e-‘kpli_mdslon of bank credit? Has it worked wel
be left for.ju dom ént 1:,) ;‘e‘}? 1(351 in the future? How much room mus‘t)
Does it woolk % 5 eel” in the short run or in the long run!

h v olr ,Dest 1n expansion or in contraction? Does monetary
g? ;gze?‘lrzgenyb(g?sll}i%%.Stmlgs"fas has been asserted? 1Is one measure

Useful answors. 1o thlcat()r (:i the impact of policy than another?
intuition or by un ese anc other questions are not obtained by

A Y unsupported judgment. Analysis and evidence are
required, but before such evidence can be usefully appraised, the
%orécep{x%n musf be specified clearly. If our intexfpretslx)tion of the
Fedsre trees view of e monota procs s coprctor decent
Tf this o th : ’oncep.tmrfl will be inapplicable or irrelevant.
of ﬂ:esnlls f case, we ask only: What is the Federal Reserve’s viev
T suppo(?:,ei tx;ry mechanism and where is the analysis and the evidence
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Section 2—EvipExce FroM Axxouncep CHANGES IN Poricy

Another source of information bearing on the use of the doctrine
that is centered on free reserves comes from the “Record of Policy
Actions” published in the Annual Reports of the Board of Governors.
These records contain indications of the policy that was agreed upon
at the meeting of the FOMC. If the in(l)icated changes in policy are
quickly reflected in the prevailing level of free reserves, this would
suggest that free reserves are used as either a target or indicator of

olicy. If there is no clear relation between changes in the level of
ree reserves and changes in announced policy, the evidence that free
reserves are a target or indicator of policy is weaker.

1t might appear that this second source of evidence is redundant.

idn’t the previous section conclude that the “modified free reserves
doctrine” is a formulation of the conception that is used by the
Federal Reserve? While the question is answered in the affirmative,
1t does not resolve the issue. The statements that we have quoted
¢ome mainly from the remarks of the staff and the members of the
Board of Governors and the FOMC. It is the Manager of the System
Open Market Aceount who carries out the policy. The evidence in
lhlt} section is presented to indicate the way in which he interprets the
policy decision made at the FOMC meeting. An indication of his
Interpretations of the policy decision can be observed by comparing
movements of free reserves with changes in FOMC policy. A system-
atic association of policy changes and changes in free reserves would
Support our contention about the role of free reserves in the Federal

eserve'’s policy conception.

To evaluate the evidence in this section, it is helpful to understand
the relationship between the Manager and the FOMC. Unfortun-
ately, the detailed records of the FOMC meetings are not released,
80 we must rely on the condensed information that is made availf}ble
and occasional comments about procedure made in System publica-
tions and at coneressional hearings. From these we can attempt to
assess how muel diseretion is left to the Manager in the choice of
targets und indicators or in the magnitude of open market operations.

efore presenting the evidence relating free reserves to the Record
of Policy Actions, we discuss the role of the Manager and the control
over his operations exercised by the FOMC.

THE FOMC AND THE MANAGER

The Manager is not a member of the FOMC. He has no vote in
the policymaking process, but he has an important voice in the de-
liberations. He briefs the members and other participants about
the details of System operations and the factors affecting reserves in
advance of each meeting. He provides a detailed weekly summary
of operations, and a less detailed daily summary, to each of the presi-
dents and each member of the Board of Governors. He brings the
information up to date at each meeting of the FOMC in & written

81

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



32 FREE RESERVE CONCEPT

and verbal statement. He provides and discusses the estimates of
the short-run movements of float, Treasury balances, currency, etc.,
that are deemed to be important between meetings of the FOMC.
With the members of the staff of the Board of Governors, who describe
the prevailing domestic and international economic climate, he pro-
vides the essential background information that is relevant to the
decision taken. . -

Each member of the FOMC and each president, whether currently
o member of the Committee or not, has the opportunity to express his
views about past policy and desirable future policy. The Manager
malkes notes for his future guidance. His notes, a statement of con-
sensus, a rather vague directive, and an unofficial set of notes taken
by the staff of the Board of Governors are the written guidelines
available to the Manager between meetings. By the time of the next
meeting, currently at the end of 3 weeks, the notes taken by the staff
of the Board of Governors are summarized in a report that is published
as a part of the annual Record of Policy Actions. Such records do
the Manager little good. He must rely on the more informal
documents.

The participants in the discussion offer a rich variety of suggestions
and criterin. There is no official format for statements. KEven if
there is agreement about the direction of policy, there may be disagree-
ment about the method of bringing about greater “‘case or restraint”
or the size of the desired change. One participant may conclude that
greater restraint should occur and may mention an amount or range
of amounts by which total reserves should be reduced. Another may
clarify his statement by suggesting a range of free reserves, lower than
the range prevailing, as an indication of the increased degree of tight-
pess. Still a third may indicate an increase in Treasury bill rates or
a level of such rates that would in his judgment represent the desired
increase in “restraint.” A fourth participant may summarize his
Pposition in terms of “tone” or ‘“feel” of the money market.

There are 19 participants at the meeting. There is little or no
apparent atternpt, at most of the meetings, to summarize the state-
ments of the participants in terms of an objective. (Occasionally,
as indicated in the preceding section, a specific target is named, for
?‘x{impl_e, ,i;rge'reserves, bill yields, or total reserves.) Instead, a

directive” is issued or reissued to the Federal Reserve Bank of New
York, as the agent for the System, and a statement of consensus is
made to summarize the discussion. We consider each of these in turn.
The directive

This formal document has been a curious admixture of detailed
restrictions and broad policy goals. In the immediate postwar period
and until mid-June 1955, the directive was addressed to an executive
committee of :nhe FOMC. The most common form contained an
ms‘t‘rucmon to “provide for the credit needs of commerce and business”
or ‘‘to relate the supply of funds in the market to the needs of commerce

and business.” This was the “a’ part of h
the seasonal aspects of the roble[g. Thp“l‘r et of e oo
contained a broad indicati(?n of © oo part of the ﬂmgr%%lll'

( | economic_or monetary policy.
%xalﬁl{pl?, the Executive Comquttee and later the Fe};lé)ral {ieserve
ank of New York would be directed to “maintain orderly markets,”

111 3
prevggt disorderly markets,” “avoid deflationary tendencies,”
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“avoid deflationary tendencies without encouraging a renewal of
inflationary developments.” or some similar generality.

In contrust, the remainder of the directive contained very explicit
statements.  The Executive Commiittee or the Federal Reserve Bank
was told that they could buy or sell in amounts that would change
the holdings in the System account by at most a specified number of
dollars, thut they could only hold a specified dollar nmount of Treasury
certificates of indebtedness issued directly to the Reserve Banks, that
they could exchange directly with the Treasury only a specific amount
of securities for gold cortifientes.  During much of the period, agree-
ment was reached that only short-term securities with specific maxi-
mum maturity would be used in regular operations, the so-called
“bills only™ policy.

The “b” clause of paragraph 1 was sufficiently broad that in many
years it was possible to change the policy without changing the direc-
tive. The converse was also true. At times, the dix:ecti\'e \.vould be
changed, but it would be noted in the Record of Policy Actions that
there was no change in policy. One example of the former type
oceurred in 1950-52. A new directive was adopted at the meeting of
August 1S, 1950. Thereafter, in the words of the Committee, the
directive issued was “in the same form” as the directive issued at the
Previous meeting. This phrase reappears from meeting to meeting
until late in 1952. Even the famed “Accord” _dld not require a
change in the form of the directive. At times during the period, the

ecord refers to the need for greater “restraint’”’; at other meetxpgs’;
the Committee expresses satisfaction with the degree of ‘restraint
n\nd states that more restriction is llnllec((lés§nr}l'; at,t tthe mcie;mg of
August 18, 1950, strong language was used in the statement accom-
panying the directive to indicate that the FOMC and the Board
“are prepared to use all the means at their command to_restrain
further expansion of bank credit.” At times the policy is described
88 one of “neutrality.” Conversely, the report in 1957 notes that
“four changes in the wording of the directive of the Open Market
Committee were made during 1957. * * * The January 8 and March 5
changes continued policies * * * in effect * * *.”

The most recently published directives, for the year 1962, are
Somewhat less vague. They provide a more detailed statement of
the framework in which the Manager must operate. For example,
1t was not uncommon in 1962 for the FOMC to add a paragraph
}}ldicnting how the policy should be implemented. Phrases such as
. Provide moderate rescrve expansion,” “avoid _dmvnWﬂl‘d pressure on
Interest rates,” ‘foster a moderately firm tone in t.l}? money market,
tt)r ul(:ﬂ-set the seasonal easing of Treasury bill rates’’ have been added
0 the directive. . .

ne wonders why it is desirable to make very explicit stﬁtementa;
about purchases of gold certificates from the Treasury or t ? use o

s only and very vague statements about the obiectives o mone-
tary policy. One wonders, also, why it is possible to indicate a i
clear direotion at times and no clear direction at other times. For

Ve O e tnt . that the Manager shot >
e comparatively c.\f’ll(ﬂt statement ths in total reserves than

Vide a ‘somewhat slower rate of increase 1 .
duﬁ“g the recent months. Operations shall place emphasis on

continuance of the 3-month Treasury bill rate at close to the top of the
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range recently prevailing. No overt action shall be taken to reduce
unduly the supply of reserves or to bring about a rise in interest rates.”
1f the Committee at times can issue a clear statement of the specific
intent of policy, why must it be vague at other times?

The consensus

Part of the answer to the question lies in the role of the consensus.
At almost every meeting of the FOMC, a statement of consensus,
that is not part of the directive, is attached to the Record. 'This state-
ment summarizes the views of the Committee. After each participant
expresses his views, the Chairman indicates the direction of policy—
more or less ‘“‘ease or restraint’ or no change in direction. The state-
ment of consensus and accompanying remarks provide a direction for
policy until the next meeting. Only on rare occasions does the
“consensus” take note of a specific target like reserves or bill yields.
More often it takes refuge in vague phrases to indicate the direction
of change in policy, if any.

The most obvious reason for the vague directive and the rather
broadly stated consensus has already been noted. There is incom-
plete agreement about the immediate target of monetary policy.
This decision is left to the Manager because agreement about a desire
for “greater ease or restraint’ does not meun that there has been
agreement about the exact meaning of the policy. If, as we are told
by the 12 presidents (II1.1, last paragraph) a variety of indicators are
used, it is not unlikely that the Manager is left relatively free to
choose the immediate target or measure that seems correct to him,
To return to an earlier example, when the various members or partici-
pants use total reserves, market interest rates, free reserves, and per-
haps “tone’” as their indicators of desired policy, it may be impossible
for the Manager to satisfy all of them. Meeting the interest rate
goal suggested by one participant may increase total or free reserves
by more or less than some other member thinks desirable. Under
such circumstances, it is difficult for the presidents and Governors to
reprimand or criticize the actions taken.!

. Furthermore, the Committee is concerned with day-to-day opera-
tions. Errors in float projections, shifts in the Treasury balance,
and numerous other short-term changes can and apparently are used to
explain deviations from the policy desired by a particular member or
members. (For a recent example, see the Teport of the meeting of
January 1962.) )

If the Committee cannot or does not agree upon a specific increase
or decrease in reserves or some other target, and if it does not agree
upon any specific target, it is left for the Manager to decide whether
the actions that he takes are appropriate in the light of the general
policy statement or consensus. This provides a large measure of
autonomy for the Manager that is further encouraged by the refer-
ence to numerous and possibly divergent indicators with which
participants amplify their statements. It is not uncommon for tot
reserves and bill yields to move in the same direction for several days.
Which criteria does the Manager follow if both have been used by the
Committee members as indicators of desired tightness? The choice

1 A former Manager of Jong duration re

\ ports that he was never askea lain hi {the
spocific statements of the Committee 2, et Sttt
See “Review of the Annual Report * %ng.'}?)?)‘. léftm.nglv-%g.b fmed for failures to carry out instructioss
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must be made by the Manager. If five or six different criteria are
used, the discretion left to the Manager is enlarged.

In practice, some devices have been developed to exercise a measure
of control over the autonomy of the Manager in carrying out the
consensus. Each morning there is a telephone conversation between
the trading desk at the New York Bank, the Board of Governors staff
in Washington, and one Reserve bank president. The Manager, or
one of his principal assistants, outlines the plans for the day. The
members or staff of the Board of Governors or the president of some
Reserve Bank can question the decision of the Manager and the extent
to which it fits within the framework of the directive and the consensus.
But the Manager can always point to a large number of market oc-
currences that indicate to him that the decision is an appropriate
interpretation of the sense of the last meeting. If there is no clear,
tested conception.of the process by which open market operations,
interest rates, and other observable market phenomena affect the
desired portfolios of banks and the public and no clear statement of
FOMC objectives, only unanalyzed judgment can be used to inter-

ret the events that the market is recording and their relation to the

OMCQC’s consensus. Responsible men often differ in their personal
judgments. It would be surprising if the views of the Manager, who

as the responsibility for the final decision, did not generally prevail,

Other devices used to inform the committee members; e.g., a tele-
gram outlining the telephone discussion for those who did not par-
ticipate, suffer the same weaknesses. Ultimately, the Chairman or a
member of the FOMC must either accept the judgment of the Man-
ager, attempt to modify it, or substitute his judgment for the opinion
of the Manager. There is no record of the number of times that such
differences have occurred or have been appealed to the Chairman of
the Board of Governors, but it would be surprising if the Chairman
interfered frequently to reverse or alter the daily decisions of the
Manager.

A clear goal for monetary policy has recently been formulated, the
maintenance of a particular short-term interest rate. The members
of the Committee are consequently in a better position to judge the
actions of the Manager. In essence, the Committee has taken a
longer run view of policy operations. On the basis of a belief—largely
unsupported by detailed examination of direct evidence-—that higher
short-term interest rates in the United States will reduce the gold
outflow, they attempt to maintain a particular interest rate. The
administrative effect of this policy is to instruct the Manager that
whatever “defensive” operations are taken daily must be tailored to
the longer run policy of maintaining the Treasury bill rate. Any
member who wishes to judge the actions of the Manager need only
look at the bill rate prevailing in the market to see whether or not the
primary goal is being achieved. L )

Very similar procedures could be followed in principle if a particular
rate of monetary or credit expansion is taken as the desired goal of
monetary policy. But to do so requires an understanding of the
Precise effect of changes in reserves on the rate of monetary or credit
expansion. This requires an explanation of the behavior of the stock
of money or credit that usefully predicts future movements with
reasonable accuracy. Until there is internal agreement within the
FOMCQC on the relevance and utility of a particular conception of
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monetary mechanisms, there.can be no agreement about the change
in some measure of reserves required to achieve a particular long-
range goal. We believe that it is primarily because understanding of
the monetary process has not been developed that the FOMC has
been concerned with the day-to-day operations in the past and the
Manager has developed a large measure of autonomy.

Our understanding that the Manager has exercised substantial
autonomy in the past is supported by evidence. The same evidence
also suggests that during much of the postwar period, the Manager
interpreted the directive and the consensus in terms of a level or
range of free reserves. That is, he operated in the market to achieve
short- and long-range objectives by altering the level of free reserves.
‘We turn to consider the evidence.

Policy objectives and free reserve levels

Each author of this report independently read relevant portions of the
Record of Policy Actions for each meeting of the Federal Open
Market Committee from 1946 through 1962. Since the language is
often vague, & question of judgment is involved at times as to whether
or not there is a minor adjustment of policy. At other times, the
signal is quite clear. Using a scale ranging from +1 (decisive easing)
to —1 (decisive tightening), we recorded our independent judgments of
the meaning of the directive, the consensus, and the accompanying
remarks. We then compared these judgments and arrived at our owd
consensus about the interpretation of the “Record of Policy Actions”
for each meeting.? At times, the Record indicated no change in open
market policy but referred instead to actions taken by the Board
of Governors. These actions—changes in reserve requirements, in
discount rates, in preferential buying rates for particular securities—
were of importance particularly in the pre-Accord period. Our
records place these changes at the time of the open market meeting.

A 3-week moving average of the level of total free reserves was
computed. This eliminated some of the extremely short-run fluc-
tuations and permitted a clearer indication of the timing of changes in
level. Without reference to our previous dating of changes in_the
announced policy of the FOMC, we dated the changes in the level (or
direction of change) of the 3-week moving average of total free
reserves. The two series were then compared to indicate the relation
of announced policy changes to changes in free reserves. For the
period 1946-51, open market operations were used primarily to
control bond prices. The analysis of policy operations for these yesrs
will be considered when we discuss the rationale and the results of
changes in reserve requirements in a later section.

. During the years 1951-62, we recorded 163 meetings of the FOMC
including special meetings called for a variety of purposes. At 76
meetings, we recorded a change in policy. All changes are not of the
same 1mportance. For example, some of the policy changes are
given a scale value of 1/8. This value is used to note a minor modifi-
caﬂtu;n 3hat is indicated by a statement such as ‘‘doubts should be
f‘eabr(l) Vge v(i):t_the slldel?lf lgaase during a period of Treasury financing” of

y ion should be on the side of less restraint.””” But at times,

3 These judgments differed at times,

that there wasno change while {he o the?m they never went in opposite directions, At most,one of us [elt

interprets rordi
By re-resding the report for the relevant mel::ptinge.d aﬂégn“sgrx;(sl:gg;:sn;:g?haeglight change in case or estrsiat
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such minor changes are of importance since they may beé an initial
indication of a reversal of policy.

In keeping with the extremely short-run orientation of the FOMC,
most policy decisions are made for the period between meetings.
Thus our scaling of the magnitude of policy changes refers only to the
change from the previous meeting and cannot be interpreted as an
indicator of the absolute level of free reserves. The desired policy
holds for u period of 3 weeks under present arrangements. If un-
expected events occur, a special meeting may be held, often by tele-
phone, and members of the Committee may decide on a new policy
or a new directive. Like the regular meetings, the special meetings.
generally make decisions that are relative to the prevailing policy
and are not absolute. Even when a specific criterion is mentioned,
e.g., a particular range of free reserves, the decision must be under-
stood as an agreement that holds only until renewed or modified at
the next meeting of the FOMC.
~ Several questions can be considered using the moving average of
free reserves and our scaling or index of potiicy actions. First, how
promptly did the FOMC recognize changes in economic events and
respond to them according to the scale that we have developed?
Second, how promptly were these actions reflected -in the moving
average of free reserves? We have already noted that there are more
than 70 indicated changes in the direction or magnitude of policy
operations. There are a similar number of identified changes in_the
moving average of free reserves. Many of these are, as noted, minor
movements. We will consider, first, the more important movements
revealed by the record of Federal Reserve action at or near turning
points of economy activity.

The FOMC and free reserves at post-Accord turning points

The National Bureau of Economic Research provides a record of
eyclical turning points that shows the month in which the economy
1s judged to have moved from expansion into contraction, or vice-
versa.? In the post-Accord period, six turning points have been noted.
A brief history of the record of Federal Reserve policy decisions and
the movement of free reserves is provided for each turning point. To
indicate the decision taken, we will present a quotation or summary
statement taken from the published Record of Policy Actions for the
meeting before, during and/or after the turning point. If the direc-
tion of policy did not change at any of these meetings, the date and
guotation are given for the first meeting or meetings at which a

esired reversal of policy was indicated. )

Information is algo given for the movement of free reserves during
the period. It should be noted that our 3-week moving average is
not centered in the middle week. The average for the 3-week period
is given the date on which the period ended. This was done to assure
that the changes in the level of free reserves would not be reflected in
the moving average earlier than they occurred. They may have
occurred earlier, and in cases where the exact dating is of some con-
sequence for later discussion, information is also: given for the
unadjusted weekly level of free reserves.

! This record, like our index of policy action, is based on judgement. As an alternative. the monthly
index of in((i?xl;trial eroducrtlion cou‘l)g be’used for this purpose. At times the Iatter would produce slightly
diﬂercnt_ findings about the speed of response of the FOMC.
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1. Peak dated July 1953
Last meeting of the FOMQC before the penk, June 11:

Decigion: *“It was the view of the Committee * * * that
policy should be one of aggressively supplying reserves to the
market.”  (Scule of the decision: -+1)

First meeting of the FOMC after the peak, September 24.

Decision: “Further easing would be needed to assure ready
availability of eredit.””  (Scale: +'3)

Movement. of free reserves during the period: The moving average
had remained between —3$500 and —$700 million since February. Tn
the week ending Muy 27, the moving average rose $200 million,  Free
reserves continued to rise for several weeks and became positive in
the week ending June 10, i.e., bcfore the change in policy had been
decided upon at the FOMC meeting.  From Inte June until late July,
the moving average remained in a narrow range around ;- 8500 million.
During August there was a shurp decline, but in the week ending
September 23, the moving average of free reserves iucreased by $200
million to -+$267 million. Aguin the change occurred before the
FOMC meeting.

2. Trough dated August 1954
Last meeting of the FONMC before the trough, June 23:

Decision: A reduction in reserve requirements was to be
partially compensated by open warket operations. The net
offect was further ease.  (Scale: +13)

First meeting of the FOMC after the trough, September 22:

- o

 Decision: “* * * Resolve doubt on the side of ease * * *.”
(Scale: +19)

First meeting announcing a clear change in policy, December 7:

Decision: “A reexamination of the policy of ‘active ense’
* * * led the Committee to the conclusion that the develop-
ing economic situation did not warrant continuing as active a
program of supplying reserves as hnd been followed during
the preceding year * * *7  (Seale: —19)

Movement of free reserves during the period: The moving average
remained between --8500 and +$760 million from March 24 through
June 16. In the week ending June 23, the moving average increased
to approximately 8740 million and remained between $650 and $800
million until the week ending November 24, In the week ending
December 1, the moving average declined by §250 million to 8541

million. Both of the changes noted in this period oce before the
meeting of the FOMC. g 5 per ceurred bef

3. Peak dated July 1957
Last meeting before the peak, June 18:
. Decision: * * * * 4 firm policy of restraint should be con-
tinued for the present * * *” “(Scale of the decision: 0)
T'wo meetings in the peak month, July 9 and 30:

Decision on July 9: “ * * * to maintain but not to increase
the existing degree of pressure * * *»
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Decision, July 30: ¢ * * * To keep the banking system under
substantial pressure * * *” (Scale of these decisions: 0)

First meeting after the peak, August 20:

Decision: ** * * * the System account would have flexibility
in providing reserves * * *.”” (Scale: ¥ (also % for meeting
September 10)) “ * * * doubts would be resolved on the
side of less rather than greater restraint.”

First meeting announcing a clear change in policy, October 22:

Decision: ““ * * * although general policy was not to be
changed appreciably, it would tend on the easier side from
where it had been in recent weeks.” (Scale: +%)

Movement of free reserves during the period: For several months
prior to July 24, the moving average of free reserves remained between
—$400 and —3$600 million. In the last week of July and the first
week of August, the moving avernge increased sharply but then
returned to the range —$400 to —$525 million until the week ending
October 16. During the week ending October 23, the moving average
of free reserves rose $180 million to the level —$321 million. It
remained in the range of —$200 to —$350 million until December 113
Either the level of frec reserves moved in advance of the meeting of
October 22, or a sufficient volume of free reserves was supplied on
the day following the meeting of the FOMC to raise the 3-week
moving average. .

No clear indication of the August 20 and September 10 decisions
are observable. Two additional indications of an easier policy were
made at the meetings of November 12 and December 3. The moving
average of free reserves fails to record any significant response to these
changes. However, there is a response to the modification of the
directive at the meeting of December 17. Free reserves respond in
the week ending December 18, gradually moving toward a positive
level and ultimately to the range -+$450 to +$550 million in mid-
March 1958.

4. Trough dated April 1958
Last meeting before the trough, March 25:
Decision: “* * * gperations in the System account should

be directed toward maintaining a slightly larger volume of
free reserves and money market conditions slightly

easier * * * (Scale: +%)
Meeting during the month of the trough, April 15:

Decision: “Easing” was ‘“‘contemplated” in the form of
lower discount rates and reserve requirements. (Scale:
+Hh)

First meeting after the trough, May 6:

Decision: “* * * the prevailing policy of ease should be
continued * * *** (Scale: 0)

First meeting indicating a slight change of policy, May 27:

Decision: “* * * maintain the current posture of monetary

policy without further depressing Treasury bill rates * * *.”
(Scale: —1)
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First recognition of a major change in policy direction, August 19
(on July 29 a smaller policy change was indicated also):

Decision, July 29: “Absorb redundant reserves generated
by emergency purchases of securities.”  (Scale: 1)

Decision, August 19: “that the rate of expansion in the
money supply * * * should be tempered and that operations
for the System Open Market Account should move in the
direction of lower free reserves * * *7  (Scale: —1)

Movement of free reserves during the period: The level $150 to
$550 million that had been reached in mid-Murch was retained
throughout the spring. Neither the moving average nor the unad-
justed weekly data show any sigmificant effeet of the decisions tuken at
tho meetings on March 25 and April 15. The meeting of July §
indicated no change in policy, but {ruc reserves moved up slightly in
the week ending July 9, perhaps for seasonal or holiday reasons.  The
range of $540 to $600 million was maintained until the week ending
August 6. The decision taken at u speeinl meeting on July 18, to
ease the money market in response to the “dicorderly conditions,”
has very little effect on the moving average. )

The first sign of change toward a poliey of inereased restraint
appears in the moving average of free reserves in the week ending
August 13. Once aguin this change preeedes the decision o restriet
the rate of growth of the money supply that was made at the meeting
of August 19. .

Between the week ending August 13 and the week ending September
17, the moving average declined steadily to a range between $50 and
$125 million.  No further indications of policy change or incressed
restraint are noted at the FOMC mectings until December 2 and
December 16 when a desire for further tightening is recorded. As
if in anticipation of these decisions, the level of free reserves began to
fall in the week ending November 26, became negative in the week
ending December 3, and remnined in the range 0 to — $100 million
until mid-March 1959. ‘

8. Peak dated May 1960
Last meeting before peak, April 12:

Decision: “* * * the consensus favored easing furthe
the reserve position of member banks * * *." {Scale:

4-%)

Meetings during the month of the peak. May 3 and 24:

Decisions tuken: (May 3) «* * » moving moderately in
the direction of incr .

t casing the supply of reserves available to
}h(? bul]lkln% s’_:.'stem” (seale: ). (May 24) “The consensus

-:);\!:/31'(‘( o further supply of reserves * * ** (scule:
First meeting after the peak, June 14:

Decision: “* * * gnv deviati )
clston: 1y deviation should be he s f
cose * * X' (Scale: =19) on the side o
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First recognition of a major chuage in policy direction, March 1
(taken in advance of the peak):

Decision: “The Committee concluded that it would be
appropriate to supply reserves to the banking system some-
what more readily.”” This was characterized as a policy of
“moderately less restraint.”  (Seale: -+¥%)

Movement of free reserves during the period: In early June 1959,
the moving average of free reserves fell below —$370 million and re-
mained below that level, with the exception of 2 weeks in lnte January,
until the week ending March 2, 1960. During most of this period,
average free reserves were below —8450 million,  Concurrent with
or in advance of, the meeting of the FONMC on March 1. the moving
average rose until it reached the range —$100 10 —$225 million where it
remained from March 23 to May 17. The decision to case further
taken at the meeting of April 12 has no perceptible influence on the
moving average. During the weeks ending April 6, 13, und 20, free
reserves ure near the top of the range indieated. There is some slight
merease in the following 2 weeks and a further increase following
the meeting on May 3. In advance of the decision on May 24, Jree
reserves rose during the week ending on that date and remained
between 0 and 48200 million during most of the smmmer.

6. Trough dated February 1961
Last meeting before the trough, January 24:

Decision: “* * * there should be no change in the ex-
isting degree of monetary ease * * *.” C(Close attention
to the bill rate was urged for balance-of-payments reasons.
Seale: —1)

Meeting during month of the trough, February 7:

Decision: “The consensus of the Commiittee favored no
change in open market policy * * *.” (Scale: 0)

First meeting after the trough, Murch 7:
Decision: “The consensus of the Committee was tlm‘t'- t}n’(:
existing monetary policy of ease should be followed .
Scale: 0) .
First post-trough decision for & minor policy change, August 22:
Decision: The consensus favored continuing the policy of
early August “when a confluence of market factors contrived
to produce more firmness than had otherwise been the
case.”  (Seale: —%) _
First post-trough decision for a significant change in policy,
ecember 19:
Decision: * * * * nosubstantial change from recent policies
was called for, ** * * a somewhat slower rate (;f ,increase
in total reserves than during recent months * * *.
(Seale: —13)
Movement of free reserves during the period: In Decombei lg(_ig
and Junuary 1961, the moving average remained in the runge + $65
to 4+$750 million. During the first week of February, the average
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fell $125 million to $609 million, most likely reversing a seasonal
increment in reserves during the late fall. Thereafter, the average
remained between $450 and $600 million throughout the year 1961
with very minor exceptions. There is no indication of a move toward
lower free reserves following the meeting of August 22. Indeed
free reserves rose in the week ending August 23, by $63 million from
the lower level that had prevailed in advance of the meeting. The
lower level of early August was not regained until October.

The desired increase in tightness indicated by the decision made
in late December is reflected in the average free reserves for the
week ending January 3, 1962. Thereafter free reserves returned to
the approximate range in which they had been, $450 to $600 million.
However, free reserves are generally high or rising in January ss
~currency flows back to the banks. 'The failure of the average to
rise may be an indication of the move to a tighter policy.

_ The record at turning points in economic activity is summarized
in table IV-1.

TABLE IV-1.—A summary of policy -actions.and movements of free reserves &
post-Accord turning points

1st indication of—
. . hange in the movirg
Date of turning point Cuvcfage of free 1™
(NBER) (month) Any change in the Major change in serves (week ending)
direction of policy pollcy (day)
{(day)
July 1953. ... May 27,
Dee, 1,
Oct. 23,
Qlug. !’3
- N - .| Mar, 2,
Jan, 24, 1961, or . 2.
e 22, s Jan, 3, 196

Before commenting upon some important issues and questions that
arise from this discussion, we will present some additional evidence o

the relation of free reserves to the desired poli 1 lished
in the Record of Policy Actions. esired policy changes publis

The FOMC and free reserves in 1962-63

Our earlier discussion of the targets and indicators of Federsl
Reserve policy suggested that policy actions in 1962 were reflected
in the movement of free reserves despite the attention paid to the
level of Treasury bill yields as a target of policy action. A caref
reading of the Record of Policy Actions and the changes in the moving
average of free reserves for the year largely confirms our earlier

-statement. Moreover, it provides additional indication of the im-

portance of the level of free reserves in t} ystem
Onen Macker ovel of ie management of the Syste

Our index of policy indicates

[ ) i one minor and three more important
changes in_desired policy recor i

ded in t .
the FOMC. Thess changes ed in the reports of the meetings 0

3 are shown in table TV-2. All other
;Iégféangi of the FOMC produced no change in desired policy and are

4 The meeting of Oct, 23 i i :
reserve requiretments by the Board, 0" ¢351n8 to be accomplished by o reduction In time deposit
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TaBLE 1V-2,—Scaling of the Policy Record for 1962

Mamnitude
Date of meeting of gcsiml Quotation or parsphrase of the Record
change

+14 T;w Tahn}t‘y favored no change, but *“promote further expansion of
mnk credit.” '

+1§| Slighitly more expansion in reserve availability than had developed.
—1¢| “Avoid redundant reserves,”  “8lightly less casy policy indicated.’”
=i A somlc’ﬁ"lmt less easy poliey was favored by the majority to firm Treas-
ury bill rates.

The moving average of free reserves remained in a Very narrow
range during most of the year. Certain changes in level are dis-
cernible however and are recorded in table IV-3.

TABLE IV-3.~~Free reserve ranges during 1962 and early 1963

Date(s) Rangeof the level of free
reserves (iillions)

Week ending—
Feb. 7 8

e e e e et et a e b e o £504
Feb. 1410 Mar, 14, $425 to $450
Mar. 21to May 165, $375 to $425
May 23 to June 13 $140 to $490
June 20 to July 4 $360 to $300
July 11 to Dec, 5. 3400 to $150
Dec. 1210 Jun_ 30 $300 to $375
Feb. 6, 1963 10" March 1063, $250 to $315

The data in the two tables suggest that the level of free reserve
Was not reduced in response to either indication by the Committee
of a slight, desire to ease. Instead, a movement toward a lower free
Teserve level occurred between the two decisions to ease. Howevqr,
both desired changes toward tighter money markets are reflected in
the level of free reserves in advance of the meeting of the FOMC
8t which the decision was made. The change in June was reversed
bartially in July, and the moving average of free reserves remained in
Very narrow bounds during the next 5 months. .

The Record of Policy Actions for 1963 is not yet available. Never-

eless, for the first months, the moving average of free reserves
Suggests that n movement toward increased restraint occurred in
tarly February. Perusal of the unadjusted data suggests that an
additiona] desired policy change toward increased restraint was made

about the middle of May.
APPRAISAL OF THE POST-ACCORD RECORD OF POLICY ACTIONS

Three principal conclusions about the record of FOMC actions
during the post-Accord period emerge from the data. A discussion
of each of these permits additional appraisal of the policymaking
Procedures of the FOMC and the Federal Reserve's understanding
of the monetary mechanism. We will consider in turn (1) the timing
of decisions gt turning points or spced of response of the FOMC,
(2) the autonomy of the Manager, and (3) the meaning of the findings
for the role of Troe reserves in the Federal Reserve’s view of the

Monetary mechanism.
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44 FREE RESERVE CONCEPT

The timing of policy changes

The FOMQ’s record at posi-Accord turning points, summarized
in table IV-1, is most impressive. Much of the academic eriticism
of the Federal Reserve has suggested that the FOMC or the Board
is slow to respond (o changes in economic indicators.  Our appraisal
of the evidence sugeests the opposite.  In purticular. when economic
activity hns reached a peak and discretionary policy should move
toward “ease,” the FOMC has been quick to recognize the need for
a chunge in policy. Indeed. our index or scaling of the Record of
Policy Actions suggests that the Federal Reserve indieated a desire to
reverse the direction of poliey in advance of the peak recorded by the
National Burcan at two of the three postwar peaks.

We submit that this record is remarkably good. It should be
recalled that the turning points recorded by the National Bureau are
chosen with hindsight. lgm the desired direction of monetary policy
must be made by considering the detail of present and past events and
by attempting (o assess the near-term future. The record at peaks
suggests an extremely competent assessment of economic data by the
stafl and the use of excellent judgment by the Committee.

Some writers have presented an alternative interpretation of a part
of this record. It has been suggested that the reversal of policy in
1953 was accidental, a response to the “disorderly conditions” that
had developed in the bond market. We do not believe that detailed
examination of the record supports this conclusion. First, the level of
free reserves begun to increase before the development of disorderly
markets in June. "The unadjusted weekly data for free reserves record
an increase in the level of free reserves of more than $400 million in
the week ending May 20. The moving average of free reserves places
the change in policy a week later. In any case, the change was
initiated before there was any indication of difficulty with the newly
issued 3Y%-percent bonds. Second, 1he increase in the moving average
of free reserves during the “disorderly period” was reversed. while
the earlier change was not. In early August. the moving average of
free reserves returned to the range in which it had been in early June
uand remained between —$100 and 48100 million in every week from
August 5 to September 16. Thereafter, free reserves increased per-
haps in anticipalion of the decizion by the FOMC at the meeting on
?:;]:;emb(:r .’il. Third, the response to the disorderly markets in July
sl.l(‘;\vlt“l‘:::f:;(lxnd 1{1 Sn_ r a(l)llu-_xl'l._smnlnr way. 1n 19353, the unadjusted dl_ll‘;
oy A T llf>:5‘k 750 mll Imn of additional free reserves was supplied
Were ;'ith'd;:‘-(‘(b per ml(_. {me 1-() 10 24. The newly ereated reserves
System was lm‘a:;nl;‘l't'"r ¥ August us noted above. “In July 1955, the
AN f ntaming a puh_c_\.' deseribed as “ease’ and had not yet
;?l(tl‘i:il:(‘(llh?\ (‘i([‘;::‘lo lf:)tr‘alm_\-' sil;-.in.lhl(mnt .imrrousv in “ro.-;_llralint.‘: ‘.\'ovt_!r-.
Supplﬁd o or'{ri-lvu \\lc(- ___\‘ (lntn_ 511()\.\' t.lmtl only .5230’ l‘mlllc‘m wis
b L!l}()'utlor l.“"lt““' \t\ ithe lrm\ u within 2 weeks,  The ?g’-‘*h’m
in both “disordoi-lv?r m;:l f e ]mvm"’.(‘(-l more quickly in 1955, but.
reserves was restored ml‘l e‘s‘. tlll‘: previousdy existing level of free
It is d-imt'u.h t(.) un(l(;r't:::lx i‘r l;(( itional policy actions were tnkt:n_-
shonld ease the banking sy ; WOV 4 lemporary inerease in reseryes
that conclusion seems %x;f )?i el(n in olne case but not in the other. By
the prompt res e L N !u- n the argument of those who regur

pt response by the FOMC to the developing 1ecession in
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1953 as a fortunate accident. Finally, the FOMC showed again in
1960 that it was capuble of recognizing a deceleration in the pace of
economic activity before the evelical peak was reached.

Table 1V-1 ulso suggests that the lag between the trough and the
indicated desire to tighten is longer than the lag between the peak
aud the indieated desire 1o ense.  More importantly, the table suggests
that these lngs are comparatively short. The latter conclusion is
directly opposed to the finding of Brown, Solow, Ando, and Kareken,
in a study prepared for the Conmission on Money and Credit.> The
difference between the findings here and findings of Brown et. al.
arises from a difference in measurement procedure associated with
different conceptions about the monetary process.  Our procedure is
related to the dominant notion guiding the Federal Reserve’s evalu-
ations und poliey actions.  Brown et al. select some maximnally achiev-
able stock of bank credit as an index of modifications in monetary
policy. The lng in the appropriate motion of this index behind ¢yeclieal
turning points is then interpreted to measure the Federal Reserve’s
“recognition lag,” its habitual Ing in recognizing changing economic
dreumstances. But the lag measured by Brown et ul. permits an alter-
mative interpretution which denies the significant occurrence of a rec-
ognition lag, ut least for the peuk. We have already submitted
evidence indicating a recognition lag not longer than the period re-
quired for purely “technologieal” reasons to colleet and prepuare the
necessary information.  This period is substantially sho_rl-er than the
lag estimated by Brown et al. We do not question the existence or the
g‘crevum'o of the lng obtained by Browa et al., but we do contend that it
15 not attributable to n Ing in recognition.  The Iag observed by Brown
et al. is the natural outeome of poﬁcy actions based on a misconception
about the structure of the monetary process. In case of an onsetting
recession the Federal Reserve observes the rapid upsurge of (ree
reserves and feels that it has pursued a “stimulative policy.” 1t has
rapidly become aware of the change in circumstances und adjusted
the prevailing policy posture according to its own conceptions.  But
Midance based on the free reserve doctrine frequently leads the
Federal Reserve authorities into a position where they believe that o
countereyelicul monetary poliey is underway, while for many months
almost no relevant action is taken. Cousider, for example, open
murket purchases intended by the Federal Reserve to “ense reserve
Positions” and thus exert an expansionary effect. bulmosc that the
Injected reserve funds are used to repay borrowings. “Potal reserves
are therefore unchanged, and Brown et al. would indicate no change
in Federal Reserve poliey, although the FOMC, judging policy actions
I terms of the modified free reserve dactrine, would believe that it
1ad moved toward “ense.” While we have indicated that the modi-
ted free reserve doctrine is a defeetive tool, we have suggested quite
Strongly that it is the doctrine that the FOMC uses. However cor-
Teet or incorreet the views propounded by Brown et al., one cnnno’f
mensure the lag in recognition according to a theory \"]):lt‘!l does
ot guide etual policynmuking. For this reason, the measurement
of the lag between turning points aud Federal Reserve recognition
and action should not be measured by the rate of change of maximum

VE. Cary Brown. R. M. Solow. A. Ando.and J. Kareken, “Lags in Fiscal sud Monetary Palicy,™ pre-
! far the Comunission on Money and Credit.
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bank credit. The findings of Brown et al. simply indicate again one of
the problems with the free reserve (or modified free reserve) doctrine.
The fact that the lag in changing policy at troughs is longer than
the lag at peaks does not necessarily indicate a slower recognition of
recoveries. It is doubtful that more rapid movement toward ‘re-
straint” would be desirable from the viewpoint of either the FOMC
or the economy. There is always the danger that a more rapid
reversal of policy at the trough—¢tightening’’ faster—would smother
the incipient recovery. Since the FOMC and the staffs of the Federal
Reserve have not attempted to appraise carefully the relation of
monetary policy to the stock of money and the pace of economic
activity, they have no information about the length of the lag between
their decisions and their effects on money and national income. Still,
it would appear to the outside observer that the Federal Reserve
authorities assume the lag to be very short. This assumption is 8t
least consistent with the quick reversals in policy direction which
may be observed on occasion. The Record of Policy Action for the
period 1955--57 is most instructive in this respect.
_ Several reversals of policy were made during that period since the
judgment of the FOMC indicated that the economy may have re-
versed direction. The year 1956 is particularly interesting in this
regard. There were 10 major changes or minor adjustments in
policy at the 18 meetings held. Only a few of these changes are
considered here to indicate the frequency of some major policy
revisions that the FOMOC desired to institute.

B January 24: “‘a shift in emphasis scemed desirable”
some relaxation of restraint appropriate in the near
future” (Scale: +1) ‘

March 27: “The supplementary clause which was intro-
duced in January 24, was eliminated” “instructions to
take into account deflationary tendencies * * * was not
consistent with the existing situation.” (Scale: ~—Y4

May 23: “the Committee agreed that during the immedi-
ate future additional reserves should be supplied to take
care * * * of growth needs.” The qualifying phrase de-
leted from the instructions in March 27 was reintroduced.
(Scale: +1)

August 7: The qualifying phrase reintroduced on May 23
was deleted. Instructionsrequired that attention be directed
toward inflationary developments. (Scale: —1)

In the space of 8 months the desired direction of policy changed
at least four times, For the many reversals of policy in 1956 to have
an important bearing on the pace of activity three conditions must be
satisfied: (1) the Federal Reserve’s control mechanism must operate
with very short lags; (2) the money supply must respond rapidly to
changes in the level of free reserves and (3) the pace of economit
actlvity must respond very quickly to changes in the stock of money-

ax:a%:g%vl;?s; t:]l;ﬂl‘emgujze In their appendix the problem raised here. They dismiss free reserves for o rss
g o boenecmenluoned in the text. This sces to miss the point. The lag beotween recognition
rate of chan e%t th N 1;y sklort. But if the theory or doctrine used by the FOMC bas little relation to the
irected towﬁ: 3 thle‘,:csh ggryog :‘?*,;ll:)ttotg ?é’r?f’{n%rl? thﬁ n;aximum stock of bank eredit, criticism should

inlt‘he fpac?lo[ economle activity or turning points.ngl of time that the FOMGC takes to recognize cban!

our iseumeion i e B Pr? Ylem rajsed by inappropriate judgment of its actions by the FOMC, ¢
changes in money and “‘credit”” during economic expansion gngséon?:atc}gfog.l erences In sverage ARy
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But if the control mechanism operates only slowly on the level of
economic activity, these frequent reversals m the direction of policy
have no justification. The inclination to reverse policy direction
easily and rapidly is likely to generate uncertainty and raise interest
rates comparatively.

When the turning point did occur in the summer of 1957, the
Federal Reserve moved more slowly than it had at the start of the
earlier or later postwar recession. There was recognition that the
economy had been “moving sidewise” for several months, but more
than 3 months passed before there was a major change in desired
policy, It is not unlikely that the experience of 1956, and the judg-
ment by members of the Committee that their response to the events
of 1956 had contributed to “inflationary pressures” in 1957, delayed
action at this turning point. The record indicates that one member
of the Board of Governors opposed all movements toward ease at
FOMC meetings until December and opposed a reduction in the dis-
count rate in November because of his fear of “inflation.”

The lesson from this experience seems to be that the FOMC has had
a good—and perhaps excellent—record in judging the timing of post-
Accord turning points. Whether or not its judgments between turn-
g points have been appropriate depends on the relevance of the
modified free reserves doctrine. This is not solely a judgmental
Mmatter; it is one that requires detailed appraisal of evidence. Some
Information on that question will be presented shortly. We will
reopen the question at that point.

The autonomy of the Manager
The timing of the responses of free reserves shown in table IV-1,
and the discussion in the text about the movement of free reserves at
or near cyclical turning points, suggested quite strongly that the free
reserve levels often change in advance of meetings of the FOMC.
Additional evidence often pointing in the same direction is provided
at times of other policy changes or modifications. Some of the
policy actions in 1956 have been indicated in the preceding section.
hanges in free reserve levels around these dates are considered
here, using the 3-week moving average to date changes in level:
1. The decision of January 24: The moving average remained
in the range —$350 to —$500 million in the fall of 1955. It
rose to —$192 million in the week ending December 28 and to
—$50 million in the first 2 weeks of January. Following the
FOMC meeting indicating & desire for further ease, the free
reserve level began to decline. If there was any movement
toward ease, it appears in advance of the meeting, not after, if
judged by the moving average of free reserves. .

2. The decision of March 27: A decision was made to tighten.
The moving average indicates & reduction of $140 million from
the level prevailing in the previous 2 weeks. This reduction
came in the week ending March 28 and returned free reserves to
the level existing in mid-December. Again the Manager appears
to have moved in advance of the FOMC decision.

3. The decision of May.23: A movement toward greater ease
was indicated at the meeting. The moving average ‘had re-
mained between —$450 and —-$600 imillion from late March
until the time of the meeting. Free recserves increased slightly
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in the week of the meeting, but did not leave the prevailing
ranee until the week ending June 6, when they rose to —8364
million. Thereafter they continued to rise for several weeks
until they attained the range — 8100 to —$200 million where they
remained until early August.  This policy change is not reflected
in the moving average until after the meeting of the FOMC.

4. The decision of August 7: The FOMC instructed the
Manager to increase restraint.  The moving average responded
-rather promptly, but again the response came after the meeting.
Tn the week ending August 8, there is a slight full in the level, but
free Teserves remain in the previous range. In the following
week, ending August 13, the moving average fell $125 million.
We interpret this response as one that occurred sfter the meeling.
although it could be an advance indieation of the decision taken
at the meeting on August 21 that called for additional restraint.

At two of the four meetings in 1956, al five of the six turning puints
shown in table 1V--1. as well as at other times, the moving average
of free reserves appears to have changed direction in advance of the
decision by the IFOMC. Moreover, the close correspondence be-
tween changes in the moving average of free reserves and the decisions
of the FOMC is unlikely to reflect the operation of chance factors
or solely the behavior of the banks and the public. Instead the
relation between decisions of the FOMC and the changes in the moving
average suggest that free reservesare an important part of the contro
mechanism used by the Federal Reserve.

Most important, the evidence suggests that the Manager has much
wider latitude for policy operations than has generally been conceded.
-We have noted that he is largely responsible for the day-to-day
operations that are an important part of open market operations.
Andrwc have seon that an important analyst of System operations,
R. V. Roosa, has concluded that the “dynamic” or policy operations
“emerge _fr_om the da_y’s confusion as a dominating force.” " "But only
by examining the evidence of the relation of FOMC decisions to the
movement of free reserves hus it been possible to observe that the
FOMC often ratifics a decision that has already been made rather
than directing policy operations.

If there is no clear guide to policy operations and no clear under:
standing of the relation of policy operations to the rate of change of
the stock of money and credit, it becomes extremely difficult for
members of the Committee to make independent judgments about
the state of the market or to interpret the prevailing policy. While
our ev1deqcp doc§ not indicate that the ) luuugerﬂ is making the
policy decisions, it does suggest that frequently someone or some
group other than the full Committee is making policy decisions that
(J'ongress has entrusted to the Federal Open .\IurY:et- Committee.
I'r'ef reserves as an indicator of desired ease and restraint

l'l_le evidence on_the relation of policy decisions to changes in the
moving average of free reserves bears out the conclusions of the
lengthy discussion on the Federul Reserve view of the monetary

- mechanism. We contended that there is no sinele, unified, consistent
view that can be characterized as the Federal Reserve view. But
we noted also that many of the statements made are consistent with

1 Raosa, 0p. it., P. 105.
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our interpretation that free reserves are regarded by the Federal
Reserve as & major element in the monetary mechanism.

Consideration of the details of policy operations in this section
}ﬁrovide strong confirmation of the importance of free reserves in the

ederal Reserve's policy operations.  Although there may be many
different and changing interpretations of the usefulness of particular
mdicators within the FOMC, there is a single Manager. We have
now found that there is a strong indication that his actions are more
than a reflection of the policy views of the Committee. Often the
reverse is true; the Manager permits or encourages changes in the
level of free reserves, and the Committee often ratifies his prior
decision,

However useful it may be for the Committee to change the guides
to desired policy or to refer to a variety of targets and indicators in
their discussion, it is extremely difficult for the Manager to con-
tinually readjust his operations to a new target or indicator every few
weeks.  Market events do not have the same interpretation in terms
of all of the criteria that are proposed. In self-defense the Manager
must choose and retain a particular criterion or set of criteria by which
he can judge the effect of his operations. He then translates the
vague and often changing suggestions of the Committee into the
framework that is useful to him in his operations. Moreover, it is the
Manager who furnishes the principal information on the “tone” of
the money market to the Committee. It is not difficult to under-
stand, therefore, why the Committee is often in the position in which
It can do little more than ratify his prior judgments. Since the

OMC as a group does not have any explicit criteria or analytic
frame for independent judgment, it is not clear that they are aware
of the autonomy exercised by the Manager.® .

hus it occurs that the Manager is ré]amve!y free to make adjust-
ments in policy in advance of the FOMC meetings or to avoid adjust-
entsfjudged to be desirable by the Committee. Since both Managers
have testified about the importance of free reserves in their view of the
mechanism, litt!e doubt remains about the importanee of free re-
serves in the actual operations of the System.®

Summary .

We have found that the moving average of free reserves is often
an adequate guide to System policy and that movements in the level
of free reserves are often made in anticipation of decisions of the
FOMC.» But at other times, we have found that changes in desired
Policy are not noticeably reflected in the level of free reserves. Small
changes in emphasis; e.g., modifications characterized by the state-
ment “resolve doubts on the side of ease,” are rarely observable in
the moving average. We must conclude that either (1) these small
mms deseribed do help to explain why the Committee does not “blame the Manager for

Mistakes or nlter his judgment about the state of the market,”” See the testimony of the former Manager

o, this point In fthe Annus} Report * = %, op. cit., pp. 31-32.
Ses the statern}ezx‘;fite;;'r %obeett Rguxc, ibid., p. 34, aiscussmg' the relation of free r‘eis.ervoﬁ :getg]e :;ttg of
change of bank credit and suggesting the importance of free reserves in his understan (x)ng o b io etary,
Mmechanism, See also the staterment of Robert Stone, “*Federal Reserve Open Market trem o?fhgll!xeer'e-

:gr.vcit. As wo have indicated above, Stone's discussion of policy changes is largely in {erms o
Wehate 1 in advance of

i We hav v 0 has noted that the level of free reserves often moves in adv

%"KBC}' de:is?ogoslfndc?.n%z&r;:l“g? ‘irtxga?'n, o Fel.}eralkncseﬂrla al;g};cgﬁ;!g:&g;aviﬁ%témg. ﬁfg‘;‘éﬁfﬁg‘;‘?ﬁﬂ?

versit . 218-n.6, It is not clear from Ahe. A e
ﬁ';s“gt poli’c':;,:,‘:f; tln?ﬁti)égcl? mn‘r]ket policy as well, In any case, he offers very little evidence in support of

nding.
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changes are eliminated along with many other random variations
when the moving average is constructed, (2) that free reserves are not
used to effect these small changes; e.g., only the distribution of re-
serves is affected, or (3) that the Manager ignores some of the instrue-
tions given by the Committee. In view of large week-to-week
changes in unadjusted free reserves and the relatively wide range o
values for the moving average that characterizes a particular policy,
it is likely that the first or second interpretation is correct.

More troublesome for our interpretation is the absence of change
in the level of free reserves when somewhat larger changes in policy
are directed. For example, we noted that the level of free reserves
shows little change toward ease either before or after the meetings of
March 25 and April 15, 1958, or March 27, 1962. Our index gives
each of these statements a value of %. On the basis of our analysi,
we cannot reach a firm conclusion about these counter-examples.

Nevertheless, the detailed examination of System policy seems to
indicate that the timing of many of the major changes in monetary
policy actions in the post-Accord period can be observed using the
moving average of free reserves. Moreover, the evidence suggests
that the FOMC moves rather quickly at times of change in the diree-
tion of economic activity. In current academic parlance, the “inside
lag” in monetary policy appears to be extremely short. On two of
the three occasions when the economy turned toward recession, the
“recognition lag” was negative; when the economy turned tow
recovery, the “recognition lag” was longer, averaging 3 to 4 months.
But this longer lag 1s most likely a reflection of the desire on the part
of the FOMC to avoid stifling an incipient recovery. The “action
lag”—the length of time that it takes for decisions to be carried out—
is at most zero and often negative, if we choose the moving average of
free reserves as the measure of System policy. We conclude, there
fore, that the System’s post-Accord record of recognizing and acting
at turning points can only be regarded as splendid.

The size of the response by the System and the speed with which
the change in free reserves affects the rate of change in money and
credit have not yet been considered. Recognition and action 8t
turning points are undoubtedly important. But it is also important
to take action in terms of the best available instruments that a8
understanding of_the monetary mechanism can provide. We turl,
therefore, to consider the relation of free reserves and the “modified
free reserves mechanism” to the rate of change of money and credit.
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SeEcTion 3—Tur Repamiox or Frer Restkves 1o CHANGES IN
Moxey axp CreDIT

Analysis of the eflectiveness of monetary policy ¢an be divided into
three subtopics: (1) The timing of the recognition of the need for policy
changes and the decision to act; (2) the choice of appropriate action to
influence promptly the stock of money and credit; and (3) the effect
of changes in money and credit on the pace of economic activity. We
have seen that the post-Accord decisions of the FOMC have been
timed commendably and that action has often been taken by the
manager in advanee of the Committee’s decision to act. But effective
monetary poliey depends also on the extent to which the action taken
by the Federal Reserve is capable of altering the stock of money in the
appropriate direction. This in turn depends on an understanding of
the mechanism relating policy actions to the stock of money; i.e., on
the use of an appropriute concept as a measure and indicator of mone-
tary policy.

Much of the discussion in the earlier sections attempted to describe
the prevailing Federal Reserve view of the monetary mechanism.
Evidence was presented to support the contention that the dominant
notion guiding the Federal Reserve in the post-Accord period has been
centered on the role of free reserves us & measure of the impact of

olicy. Examination of the details of policy operations, surported
)y statements of the managers and other oflicials, indicates that free
reserves are used as a target and signal of policy as well. 'We have
called this view of the monetary mechanism the “modified free
reserves doctrine,” since at times there is clear recognition in official
statements that the effect of a particular level or range of {ree reserves
is modified by prevailing interest rates and by the distribution of free
reserves among classes of banks. In this chapier evidence bearing on
the relation of free reserves and the modified free reserves mechanism
to the stocks of money and credit is presented.

Two principal sources of evidence will be considered. The first,
based on the findings of Meigs' study,! considers the effect of interest
rates and open murket operations on the demand for free reserves and
the rate of change of deposits. These findings are concerned with
the evidence for a position that some Federul Reserve spokesmen seem
to have accepted—that the supply or level of free reserves must be
considered in relation to the banks’ desired holdings. A sccond set
of findings wns developed as a part of the present study. These
seck to isolute the effects of interest rates and the level and distri-
bution of free reserves on three measures of money and credit—
demand deposits plus currency held by the public, total deposits plus
currency held by the publie, and total loans and investments of
member banks. ]

The evidence presented confirms in lurge part some assertious made
earlier in this study that the Federal Reserve has failed to develop a

b —
1A. 7. Muigs, “Free Reserves and the Money Supply™ (Chleago: University of Chicugo I'ress, 1962).
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useful working knowledge of the monetary mechanism. After 50
years, the System’s degree of control over changes in the stock of
Tuoney or eredit, yudged in terms of the modified free reserves doctrine,
is so pitifully small that retention of free reserves as an important
measure or indicator of policy appears to be completely unwarranted.

THE DEMAND FOR FREE RESERVES BY BANKS

Meigs’ book began as a study of the factors determining the money
supply.t  But he did not develop an explunation of the money supply.
The closest he eame was o consider some possible determinants of
the rate of change of demand deposits. His preliminary results led
him to investigate the relation between the ratio of free reserves to
deposits, interest rates, and the rate of change of unborrowed reserves!
Tn the process, he broke important new ground in our understanding
of the mouetary process by developing and testing a theory of the
demand for free reserves by banks.

Meigs’ results on this fopie can be summarized suceinetly.  Three
of his findings are of particulur interest. First, he found that open
market. operations had only a small positive direct effect on the de-
mand for free reserves. “This effeet is observable within the month
in which the operation is conducted. Ixperiments with lags sug-
gested that the direet response of desired free reserves to open market
operations was substantially stronger in the month following the oper-
ation, but the effect remained relatively small withal. Second, the
vield on Treasury bills nppeared 10 have a much more important in-
fluence on the desired level of free reserves than the direct effect of
open market operations.  An inerease in Treasury bill vields was
acecompnnied by a reduction in the desired level of free reserves. The
effect of lagged Treasury bill yields on the demand for free reserves
was in the same direction as current yields, but in general the lngeed
relation was no stronger. Third. Meigs was able to explain by fur
the Iarger purt of the month-to-month change in the ratio of free
reserves to deposits by the proximate determinants of the demand
for and supply of free reserves.

We have seen thut the Riefler-Burgess view of poliex operations.
from which the simple free reserves notion appears to have emanated.
considered the direet effect of open narket operations on reserves
to be largely offset by changes in member bank borrowings. Tt was
through such changes in the proportion or volume of borrowed re-
serves that monetary poliey was said to be made effective.

It was previously indieated that during the twentics variations in
member bank borrowing and chunges in the adjusted base (dominate
by the gold stock, Trensury currency and the Federal Reserve banks
portfolio of Government securities) were closely correlated. A
d.QHm- change in the Aadjusted buse was nssocinted on the average
with a d(')lln‘r change in the opposite direction of member bank bor-
rowing. This pattern vanished in the thirties and has not reappeared.
Even the fifuies, thourh o.\'hlbi_ting substantinl variations in the
volume of member bank borrowing, show no significant correlation
between these variations and changes in the adjusted base. Thus,
open market operations immediately modified the supply of free

2 Ibid., pp. 3, 66.
3 Ibld Broo.
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reserves in the postwar period by changing the banks’ volume of
reserves-and excess-reserves.

Meigs' investigations reveal, on the other hund, a comparatively
small direct effect of open-inarket operations oun the bank’s desired
level of free reserves. 'This magmitude appears to respond most
decisively to changes in prevailing interest rates. Variations in
credit market conditions, expressed by a spectrum of interest rates,
induce banks to adjust their reserve position. Qpen market operu-
tions (or other events affecting the magnitude of the adjusted base)
thus immediately create a divergence between the banks’ desired and
actual free reserve position. This divergence triggers a process
involving readjustments in the banks’ bulance sheets and generates
modifications in both the money stock and interest rutes. The
variations in interest rates form an essential part of this process,
induced by the banks’ endeavor to adjust their actual reserve position
to their desired position. 'This endeavor generates losses in free
reserves, via changes in required reserves and currency flows. These
losses oceur in response to deposit linbilities created or destroved dur-
ing the process. Desired free reserve positions respond to the changes
In interest rates that accompany the process and also contribute to
the elimination of the differcuce between actual and desired free
reserves.

Meigs’ investizations suggest a view of the monetary process
radically different from the Riefler-Burgess heritage. Our previous
discussion emphasized the peculiar character attributed to member
bank borrowing and free reserves under the Riefler-Burgoss notions
and the subsequent evolution of the free reserve conception. Free
reserves were typically visualized as a magnitude emerging from a
Process imposed on banks and independent of any choice behavior on
the part of bunks. The analysis developed by Meigs, supported by
his statistical results, strongly emphasizes the neglected volitional
aspects of free reserves. Banks are shown to hold free reserves in
response to market conditions. . .

It follows from Meigs’ analysis and results that banks adjust their
asset portfolios in response to prevailing levels of free reserves relative
to their desired volume of free reserves.  Some of the unswers provjdcd
In the context of the questionnaires published in t'he appendix rq\'enl
& partinl acknowledgment of Meigs’' and similar results. Such
acknowledgment is a decisive break with past Federal Reserve con-
(.‘o&)tions, in particular with the Riefler-Burgess heritage. Numerous
Policy statements and evaluations muade in the past, and repeated in

e _questionnaire, are inconsistent with the acknowledgment that

unks modify their desired free reserve position in response to market
conditions. ) .

Meigs’ analysis and results also bear significantly on the Federal

eserve’s use of various “liquidity measures.” Such measures have
N0 meaning by themselves but must be interpreted within an appro-
Priate conception. The Federal Reserve’s conceptions bearing on

liquidity” and “liquidity mensures,” discussed in chapter 11, are in-
¢onsistent with the best validated portions of economic theory and
Seriousty challenged by Meigs’ results. While there is no need to
Tepeat the previous discussion of the use made by the Federal Reserve
of the concept of liquidity, it is worth noting (1) that the evidence
I Meigy’ study supports the argument made earlier and (2) that the
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Federal Reserve’s use of “liquidity measures” is an indication of their
fuilure to fully understand the meaning of & demand by banks for {ree
reserves. Despite the important role that has been assigned to the
demand for free reserves m the responses of the presidents and the
rovernors (see appendix), the evidence suggests that they have not
rawn the logieal conclusions with respect to “liquidity” and the
monetary mechanisin.

THE PERCENTAGE CHANGE IN DEPOSITS RESULTING FROM THE INTER
ACTION OF THE DEMAND FOR AND SUPPLY OF FREE RESERVES

We have noted above that Meigs did not fully develop and test s
theory of the relation of free reserves to the money supply. Neverthe
less, his findings, about the effect of interest rates, tree reserves, and
open market operations on the monthly change in deposits, provide
important information about the inadequacy of the Federal Reserve’s
conception. Some of Meigs’ findings ure summarized here:

1. Meigs constructed a comparatively simple esplanation of the

monthly percentage change in bank deposits in terms of the interac-
tion of the supply of and demand for free reserves. 1le was able to
account for two-thirds of the variability of the percentage change of
bank deposits for the period 1947-38 in terms of Ylis framework.t His
results sugrerest that one-third of the variations in the rate of change of
demand deposits is outside the control of the Federal Reserve. Since
the currency component of the money supply is excluded from con-
sideration in Meigs’ study, we can reach no firm conclusions as yel
uhoult. the meaning of these findings for the rate of change of the money
supply.
. 2. Freereserves have a negatire effect on the monthly percent chunge
in demand deposits in Meigs’ formulation. The higher the ratio of
free reserves to demaud deposits, the lower the pereent change it
Si‘cpoglts, holding interest rates and open market operations unchanged.
This implication was strongly supported by the evidence, a finding thss
flatly contradicts the Federal Reserve’s interpretation of free reserves
as an indicator of “case” and “restraint.” A rise in free reserves
means an increase In measured excess reserves of the banking system of
a fall in member bank borrowing. Thus a decline in borrowing i
associnted with a reduction in the percentage change in demand
deposits; an increase in member bank borrowing raises the percentage
change in demand deposits. Increased member bank borrowing adds
to the total reserves of the banking system and coutributes to the
growth of demand deposits. Moreover, n rise in excess reserves
relative to deposus appears to reduce the percentage increase in
demand deposits. The Federal Reserve's interpretation of free re
serves is directly contrary to these findings. The evidence suggests
that their conception is incorreet. '

3. The effect of an increase in the percentage of unborrowed
reserves (open market oporations,) like the increase in borrowed Ie
serves, hus an expansive effect on the rate at which demand deposi®s
increase. But the direct effect of open market operations is relatively
small in each of Meigs’ equations. We have noted above that spokes
nien for the Federal Reserve often refer to a six or seven dollar expss-

4 Ibid., p. W, equation T 7. To obtain this explanatory power,

Interest rate tatlo ln each month,  If ; 80830 2
reduced to 46 peroent, See e?;us'.km !li'ng.s;?%l?u" fmonthly aal i3 neglected, the expluugtory pove:

Meigs allowed for a separate effect of “:
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sion of the amount of deposits per dollar of increased reserves.’
Meigs’ results suggest that the appropriate value of the reserve multi-
plier is smaller; a 1l-percent change in unborrowed reserves is
associnted with at most a l-percent change in the rate of change of
demand deposits for given interest rates.  Under the conditions pre-
vailing in recent years, Meigs’ results suggest that an open market
operation had a multiple effect on the change in demand deposits,
but the multiplier is between 2.5 and 3. not 6 or 7.

These examples of the evidence availuble from Meigs’ study raise
broader questions about the Federal Reserve's conception of the
monetary process.  Meigs’ finds that the direct effect of open market
operations on changes in the ratio of free reserves to deposits is much
smaller than the indirect effect through interest rates. This raises
doubts about the Federal Reserve’s rationale for attaching significance
to random and often sell-reversing ehanges in float, Treasury balances,
etc.

Clearly, more needs to be known about the effect on interest rates
of changes in the supply of reserves and the timing and magnitude of
,ﬂ‘le effect of changes in Treasury bill rates on other interest rates.
Then a firmer conclusion can be drawn as to whether many of the
“defensive” operntions are stabilizing rather than destabilizing. Pre-
liminary evidence presented earlier on the variability of monthly
changes in the supply of money and the stock of bank credit suggest
that these “defensive” operafions mav be the source of increased
instability in the stock of money. Additional evidence on this subject
tomes from the computation of the monthly changes in the money
supply, currency plus demand deposits.  The simple correlation of
the change in one month with the c’mnge in the following or preceding
month is negative (—0.20). This suggests the interpretation that an
Increase in the money supply this month will more likely than not be
followed by a decrease in the nest month, A similar result is _found
for monthiy changes in bank credit. It is difficult to ﬁx.xd any rptmnnle
for such variability. By smoothing the extreme vm'mb}hty in bank
reserve positions, the Federal Reserve seems to contribute o the
variability of money supply and bank credit changes. 1t is diflicult
to judge, in the present state of knowledge, the effect of such short-
run variability in the financial variables on the pace of cconomic
activity. But there has been no analysis or supporting evidence
adduced to suggest that the variability contributes to economic
stability. ) o

If variutions in float or Treasury balances aflect 1nd1‘\'xdunl banks
edversely, there is no reason why open market operations must be
used to offset these temporary disturbances. DBanks that are under
temporary pressure can, if they desire, pay a price to obtain reserves
temporarily in the Federal funds market. If no sales of Federal funds
are offered at a price less than or equal to the discount rate, banks
tan borrow from the Federal Reserve banks, i.c., usc the discount or
collateral loan facilities of the Reserve banks. This may require a
thange in the Federal Reserve’s long-cherished notions about borrow-
Ing, although it would seem to be in kecping with_the spirit of the
onginal Federal Reserve Act to permit banks to borrow for theso
short-term purposes. In any case, it is difficult to understand why
—_—term 3

N;“]']._nhnu—' “Open Market Operations in Long-Term Securities,” Federn! Reserve Bulletin, vol. 44,
- 17,
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the Federnl Reserve is willing to supply reserves through open murket
operations that it might be unwilling to supply through the discount
window, since borrowed reserves and unborrowed affect the moner
supply in a similar way. We will return to a discussion of alternative
means of eliminating the undesirable effects of transitory reserve
changes in the concluding chapter.

MONEY, CREDIT, AND THE MODIFIED FREE RESERVES DOCTRINE

By asking and answering a number of questions and suggesting some
inferpretations of the evidence, we cun assess the usefulness of free
reserves as an indicator of a monetary position and the relevance of
the modified free reserves doctrine.  The questions that will be asked
concentrate primarily on the relation between interest rates, free
resrves, the modified free reserves mechanism, money, and bank credit.
The answers 1o the questions are given in terms of computed coefli-
cients of determination. This computation permits us to measure
relations between magnitudes and to express the percentage or fraction
of vearly or monthly varintion in one magnitude that accompanics,
i.e., occurs jointly with, another magnitude.

It should be voted that the coeflicient of determmation gives no
indication of cause or effect. If we find that the coefficient of deter-
mination between interest rates and free rveserves is relatively large,
for example, we eannot judge from this observation alone whether
changes in free reserves caused changes in interest rates or whether
interest rates caused changes in free reserves.  All that we can infer
from the given observation is the extent to which the two moved to-
gether or in opposite directions, perhaps under the influence of 8
common causal fuctor.  But the observation of such correlations vields
support for conceptions asserting a systematic (or causal) association
between the magnitudes under consideration. Yurther observations
may be gathered in order to discriminate more sharply between dif-
fm;e‘nt- coneeptions compatible with the given gross correlation.

The (toeihc’u‘:nt- of detecmination between monthly free reserves and
51{1)3glto(l)d]_()):(-(};:ﬁlosury l_f:lls 15 0.42 for the 170 months from November

48 e 1"‘19()... l'm'(,ht;rmore, the correlution between the
two 1le {mgn’f(}vu. These observations support the contention that de-
cerves and depend. o Tk sonitiond ™ SHLAnE volUe of Fe
indicates that, under this ('0(3 o cot")( ltlt‘);‘x)s. The observed c_()rl:t.']ﬂf.l({)“
served in free reserves <lurinlnlr('51pxmn"_- ¥2 pereent of the variation o
comitant variation irf?nlcros? : :f(.])tll~(-)tl,’l"e explainable by the con”
wo infor, in addition that n} os. E?u_l(e the correlation is negative,

TN 1, that large positive levels of free reserves are
us=:t:cmtcd with low yields on Treasury bills,

]m_leilt‘gt? étt}*i(:&ﬂgﬁ:'l utnl(iu:l (t:h'(i‘r-e~ is closer relation between the
Toval of froe rotomes nan chllnu."l_tnn\iu:\ *bl“ yield than between the
are considored Lalos Huc el : l_(:s u.xl t-"i stock of money or (_:rc(,ht tha_t
But, wo should note. in m&-‘:inar ﬁlimtm] O e linding f Meiws s!ud_f.;
AT dnt e i |IJ~0d hi&_; \ u?. .t ie addition of the years 1939-0-’
reserves and 'l‘r;e '_"‘n:'_ l o Illf,-lellhe(l t.l.{q correlation belwuen free

asury bill yields: A possible explanation for the
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increased coefficient of determination is that the relation may be
slxt'onger in times of high interest rates than in periods of low interest
rates,

To go beyond the simple facts provided by the coeflicients of deter-
mination requires detailed tests of alternative theories about the
monetary mechanisin.,  This is not our concern in the present chapter.
Here we are interested only in the presentation and interpretation of
some clementury facts bearing on the adequacy of prevalent Federal
Reserve notions (theories) about the factors influencing the supply
of money and bank credit.

The measure that we have chosen, the cocfficient of determination,
must be between zero and one. The closer that the computed value
of this measure comes to one, the closer the correspondence in the
movements of the muagnitudes under consideration. Conversely,
when the computed coeflicient. of determination is near zero, there is
no evidence of any systematic relation between the magnitudes, and
there is no indication of any influence running frown one to the other.
Thus, if we find that the coeflicient of variation between free reserves
and total reserves is very close to 1, it might make very litde differ-
ence which of these measures was used in the explanation of the
monetary mechanism or interpretation of the events in the money
market. Of course, the fwo might be closely related while neither
has a close relation to changes in money nnd credit.

In addition to the questions and answers about the relation of one
monetary factor to another, we will use the cocfficient of determina-
tion to evaluate the combined effects of & series of sepurate {actors
operating jointly on a particular measure of monetary change. For
example, we can consider the combined effects on the change in bank
credit of (1) the level of free reserves, (2) the distribution of free re-
serves among clusses of banks, and (3) interest rates.  The extent to
which the positions or levels of these three factors contribute jointly
to an explanation of the change in bank credit will be measured by
the computed coeflicient of determination. The following questions
and answers present the evidence on the Federal Reserve’s conception
of the monetary mechanism in terms of these computed coeflicients.

Question 1. Is the monthly change in the supply of money or
in member bank loans and investmments closely related to the
monthly average level of free reserves?

Answer. No. There is almost no evidence of a relation be-
tween the level of free reserves and changes in money and credit.
The coeflicients of determination in table V-1 suggest that the
level of froe reserves has almost no influence on the change in
money supply or member bank eredit and vice versa. ‘There is &
slight” indication that the relation is stronger during periods of
expansion than during periods of contraction in the economy.
"Phis is particularly true for the monthly cbange in demand de-

posits plus currency.
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TABLE. V-1.—Measures of the relationship between monthly average free reserves
and monthly changes in money supply and member bank credil oulstanding,
November 1948 to December 1962 1

Months of { Months of

Item contraction | expansion | All months
in the in the
economy 2 economy !
Monthly change in currency plus demand deposits....eaean-. 0.02 0.14 0.04
Monthly change in currency plus total deposits. ... _.uoca.. 0 .06 .
Monthly change in total loans and investments in member
bank: - .01 .02 0

1 Figures in the table are coeflicients of determination.
% 46 months from National Bureau peaks to troughs during the period November 1948 to February 1861
3 108 months from National Bureau troughs to peaks during the period October 1949 through May 1960,

Question 2. Is the relatively poor explanation evidenced by
the values shown in table V-1 largely a reflection of extremely
short-run money market variations? Wouldn’t an average of
free reserves taken over a period longer than a month show 8
substantially stronger relation?

Answer. No. We recall that the 3-week moving average of
free reserves was a useful indicator of changes in the direction
of Federal Open Market Committee policy. It was sufficiently
smooth for major swings in desired policy to be revealed, 85
indicated in the previous chapter. The monthly averages of
free reserves are less erratic than the weekly moving averages.
They also mark out clearly the changes in desired Federal Reserve
policy. The more apﬁropriate interpretation seems to be that
free reserve levels tell almost nothing about the changes in
money and bank credit.

Annual moving averages of free reserves were used to provide more
evidence on this point. Much of the short-run variation that remained
in the monthly data was climinated by the use of annual dats.
Seasonal variations in money and credit were eliminated by com-
paring free reserves to annual percentage rates of change from oné
month to the corresponding month in the following year. The
explanatory power of the relation between free reserves and changes
in I(iloney and credit improved very little when annual data were
used. :

Allowing for the distribution of free reserves among classes of
banks and allowing for the role of Treasury bill yields as additional
explanatory factors did improve the annuaiyresult,s quite a bit. But
the best explanation was for the annual percentage rate of change of
money, demand deposits plus currency held by the public, and not
for total bank credit that is so much emphasized in Federal Reserve

discussions of the monetary mechanism. These results are shown in
table V-2.
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TaBLE V~2,—Measures of the relationship between annual moving averages of free
reserves and annual percentage rales of change in money and credit, November 1948

o December 1962

Coefliclent of determinatfon
Using (1) and

Item Using annual| distribution [Using (2) and

average of of free re- Treasu?

free reserves | serves by bill ylelds

bank class
()] @) 3

Al::x‘ Percent rate of change in demand deposits plus cur- " 0,23 -

e meescasecr o e aman 0. . 0.
Annual percent rate of change of total deposits plus currency.. .03 .24 42

usl percent rate of change of total loans and investments of

member banks .29 3

Question 3. Do measures of the distribution of free reserves

and interest rates have a similar effect in improving the explana-
toxﬂpower for monthly changes in money and bank credit?
swer. No. For the 170 monthly changes in bank credit and
money between November 1948 and December 1962, there is
almost no improvement when we allow for the distribution of
free reserves between classes of banks, the yield on Treasury bills,

and/or the ratio of Treasury bill yields to the prevailing rediscount

rate. This is shown in table V-3.

TABLE' V-3.~—Measures of the relationship between monthly changes in rﬁoney and
credit and the level and disiribution of free reserves and inlerest rates, November

1948 to December 1962

Coefliclents of determination
Using (1)
Using free Using (1) |and the ratio
Item reserves and and of Treasury
their distri- Treasury bill rates to
bution bill rates rediscount
rates
. (€Y @ @)
Monthly change 1n currency plus demand deposits. ..-ooeecex 0.04 0.05 0.05
onthly change in currency plus total deposits. oo o-—o_—_- .07 .10 .07
g:;ﬁlsy change in total loans and investments of member 0 o

uestion 4. Do the data in the last column of table V-3 provide
evidence about the modified free reserves doctrine as an explana-
tion of monthly changes in money and credit?

Answer. Yes. The evidence in column (3) suggests that the
modified free reserves doctrine provides almost no explanation of
monthly changes in money or credit.

Question 5. Does the relatively weak relation for both monthly
changes in money and monthl{f changes in bank credit suggest
that while neither is closely related to free reserves, changes in
money and credit are closely related to each other?

Answer. No. Changes in money and credit have a monthly
coeflicient of determination of 0.01 when money is measured as de-
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mand deposits plus currency. These data indicate that there is
no support whatsoever for the position that monetary expansion
and credit expansion are one and the same, as the Federal Reserve
spokesmen liave maintained. .

Question 6. Ts the relatively weak support for the modified
free reserves doctrine and the relation of free reserves to changes
in money and credit partly explained by the relutively low
iuterest Tates of the pre-Accord period and the early post-Accord
period?

Answer. Yes, there is some support for this interpretation
from the evidence on changes in the stock of money. IFor changes
in the stock of credit, the evidence suggzests the opposite conclu-
sion as shown in tuble V—4. DBut the explunatory power remaius
small. Moreover, there is very little evidence of any steady
direction of change in either the stock of money or credit. The
sorrelation between the successive changes in the money supply
in adjacent months is small and negative. The same is true for
monthly chuanges in bank credit as noted earlier. Despite the
fact that both of these changes have been positive on the average
over the 14-year period, an increase in money or. credit in one
month is not: a reliable indication that there will be an increase
in the [ollowing.month.

Tanui V--1.—-Measures of the relalionship belween monthly changes ' in money and

crm{itd and the level and disiribution of free reserves and intercst ralcs, 8 postwar
periods

Cuetliclents of determination

Cang (1)
Tulng free csing (1Y | and the ratid
Item reserves and and of ‘Treastry
their distri- Treasury ll ruter W
bution bill rates redizcouns
rate
(1 2 @

Monthly ehanzes in curreney plus demand deposits

November 1945 to July 1953

0 ] m‘
Monthly chianze In curreney plus t6al depostts. . 0- ?8 -0 ?:! h o':”
Monthly change in total loans and fnvesttnonts of tne '
LY .24 21

L

July 1933 to July 1957

g m——
Aonthly changes in curreney plus demand depos! u
Monthly chanie in curreney pli‘u;lmnl :h‘\'pf:"i‘t'.:o .'l_l_s_. T o:(l); 0.5(‘; O:w
Monthly chunge in total losns and investinents of meinber )

bauks..... . . c— . .05 06 5
— ——t

July 1037 t0 May 1950
—

Monthly ehanges in curreney plus demand deposits.

. p a

Monthly chunze in curreney’ plus tal deposits. ... o o ooon 0% 5 0-:.
Monthly chunge in total Iouns and investtnents of fnemier -3 o g
BABKS, e emmot oo S B 10 u 10

1 Using monthly perceatage rutes of change rives very sfurilar rosults.
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It should be noted also that the monthly variation in free reserves
has been smaller in the past few vears than in the years of the carly.
fifties when swings in free reserves of more than $500 million were
more frequent. Accompanying the greater stability in the level of
freo reserves, there has been o growth in the number of banks par-
ticipating actively in the Federal funds market. These changes in
market conditions, or arrangements, probably help to account for
the steady improvement in the relation between free reserves and
changes in money supply and in the influcnce of the modified free re-
serves mechanism on changes in the money stock. But, of course
this explanation cannot account for the very poor relation between
free reserves and bank credit that we obsérve from July 1957 to
May 1960.

~ Question 7. Is there any additional evidence that the factors
included as part of the modified free reserves doctring have
different effects in periods of relatively low interest rates and
cconomic activity and periods of relatively high interest rates
and economic sctivity?

_Answer. Yes; the evidence in tuble V-5 suggests this conclu-
sion for the changes in currency plus demaund deposits. Inter-
est rates were higher on the average in 108 months from trough
to peak than in the 46 months from peak to trough. The modi-
fied free reserve doctrine is a better explanation of changes in the
stock of money in months from trough to peak.. We have
noted ecarlier that the level of free reserves was more closely
related to interest rates in recent months when interest rates
have been higher on the average.

TanLe V-5.—Mecasures of the rclationship belucen monlhly changes 1 1:n money
and credit and the lerel and distribution of free reserves and tnlerest rafes in months
of expanding and contracting economic arlivily

Coellcients of determination

Using (1)
Tsing free Tring (1) ]and the ratio
Item reserves and and cf Treasury
thuir distri- Tressnry Lill rntes to
bution hill rutes rediscount
rate
(U] [&)] @)

40 rmonths from peak to trough

3{"“"‘”’ ckareo . currency plis demand deposits - ...--.-- 0.00 0.08 0.1
'“g;::;;{)' t:?;uhto in currency plus total deposite. Fiemiber .12 .13 18
3 - el and i1y eyt ember

pou e il ot ol i Uil ) ) )

108 months fromm trongh to peak

Mbnih]v \ . . 0.14 0.2 0.15
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! Using monthly percentage rates of change gives very similar results.
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This circumstance might explain the relative improvement in the
relation between the level and distribution of free reserves and changes
in money supply during the 108 months from pesak to trough (col. 1},

Data for the three periods shown in table V-4 suggest that the
association between changes in the money stock and free reserves is
stronger in high interest rate periods than in periods of comparatively
low interest rates. The average level of interest rates rises from
period to period as we move down the table and the explanatory
power measured in columns 1, 2, and 3 rises also. But the improve-
ment in explanatory power holds only for changes in the stock of
money; it does not appear when we consider changes in member
bank credit.

Table V-5 again indicates that the improvement in the explanatory
power of the modified free reserves doctrine in periods of compars-
tively high interest rates applies to changes in the stock of money
but not to changes in the stock of credit. Reasons for the Federal
Reserves attachment to, and emphasis on, credit cannot be obtained
from the evidence that we have examined. None of the evidence
gives any indication that there is a relinble association between free
reserves, or the modified free reserves mechanism, and the change in
bank credit.

Question 8. Do the findings suggest that further modifications
and tests of the Federal Reserve explanation of the monetary
mechanism, centered on the free reserves doctrine, would bt
useful?

Answer. We can never be certain that additional modifications
would not improve the explanatory power. One can only try.
But the accumulated evidence falsifies so many of the features
of the Federal Reserve conception that time can more usefully
E:r 311?Sent developing an alternative explanation that avoids these

Question 9. Do the poor results obtained necessarily indicate
the irrelevance of a conception inherited from the Riefler-
Burgess tradition and centered on the free reserve mechanism?

Answer. No. Such results might be obtained under a co
herently formulated free reserve conception if the adjustment
of the banks’ portfolio of earning assets is very rapid. It
particular, little association between the variations in money
stock or bank portfolios and free reserves would remain in monthly
date, if the adjustment process is concentrated within a month.
Under such circumstances the central relation of the Federsl

eserve’s conception, associating ‘‘credit-expansion” and fret
reserves, would operate significantly only in the shortest rut
and could not be detected in the monthly data used here. But
in this case some other problems arise.

; If this formulation of the free reserve conception is advanced,
ree reserves must be abandoned as an indicator of a monetary

situation and as & target of moneta li The i tion
of the relation centered on f Ty policy. he interacti
relations, Tee reserves with other pertinent

constituting the structure of a rapidly adjusting
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process, implies that free reserves cannot be interpreted as
an indicator or used as a target by the Federal Reserve au-
thorities, Furthermore, other implications of the reformulated
free reserve conception can be shown to be seriously incompatible
with validated portions of economic analysis. Thus either the
central relation of the Federal Reserve conception is seriously
invalidated by the observations presented, or a reformulated
conception, compatible with the data in tables V-1 to V-5, is
incompatible with the burden placed on free reserves as an
indicator and target by the Federal Reserve authorities.®

SUMMARY AND CONCLUSION

The four chapters discussing and analyzing the Federal Reserve
conception of the monetary mechanism are now complete. In our
Feneml overall view and summary in chapter II, we noted some of the
logical and factual errors that mar the Federal Reserve’s understand-
Ing of the mechanism. And we looked at some of the reasons for these
errors—particularly their extremely short-run orientation, their
concern with daily or weekly defensive operations, their tendency to
view the banking system as analogous. to a single bank. We noted
repeatedly that if the Federal Reserve had looked seriously at the
evidence, they would not persist in repeating these errors.

Sections 1 and 2 attempted to demonstrate that particular factors,
summarized in_the modified free reserve doctrine, have dominated
the prevailing Federal Reserve view. Inconsistencies, qualifications,
and modifications that appear from time to time made this task
laborious and difficult. But the evidence from the “Record of
Policy Actions” and the repeated references to the same factors
suggested quite strongly that the modified free reserve doctrine comes
reasonably close to a statement of some of their dominant views.
In arriving at this judgment, we noted that the absence of a clear,
generally accepted statement of the mechanism, the concern with
hourly, daily, and weekly money market changes, and the emphasis
on “defensive’” operations contributed to a substantial grant of
authority to the Manager of the System Open Market Account. ,

In this section, some of the evidence on the Federal Reserve’s
conception of the mechanism controlling the stock of money has been
tssessed. We found that the relation between Federal Reserve policy
and the change in money and credit is quite poor judging from the
monthly and annual data used in our tests. B

new question arises, therefore: Does it really matter very mllllcl
what the Federal Reserve does? By far the larger part of the monthly
and annual changes in money and credit seem to be outside their

control, judged by their conception of the mechanism. B
he proviso of the last sentence is the crux of the matter. If the
Federalp Reserve's conception of the monetary process, centered on
the position of free reserves, were the only admissible view, we would
ave to concede that monetary policy is little more than a futile exer-
is to be publis'hed in another

$ The state wer are based on an underlylng snal s
€ontext: "vacﬁev'ﬁ ?efi%ﬁa?blg;:rav?Connepuom Concerning the Money Lapply Proces.
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cise. But alternative conceptions of the monetary mechanism have
been formulated, and it is essential to consider them before accepting
such a negative conclusion. It should be noted, therefore, that our
analysis does not suggest the futility of monetary policy but only
supports our contention about the failure of the Federal Reserve to
develop a coherent, validated conception.

The failure of the Federal Reserve to develop a useful conception
of the monetary mechanism does not mean that one cannot be devel-
oped. The following chapter will present an alternative view of the
mechanism that places emphasis on substantially different factors
and suggests a much more reliable association between the money
supply and policy actions.

@]
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