
F e d e r a l  R e s e r v e  B a n k  o f  D a l l a s

DALLAS, TEXAS 75222

C ircu lar No. 78-153 
October 26, 1978

OPEN MARKET OPERATIONS BOOKLET AVAILABLE

TO THE CHIEF EXECUTIVE OFFICER
OF THE MEMBER BANK ADDRESSED IN THE 

ELEVENTH FEDERAL RESERVE DISTRICT:

In an effort to educate the public about the formulation and 
execution of monetary policy, Paul Meek, Monetary Adviser in the 
Federal Reserve Bank of New York 's Open Market Operations and 
Treasury  Issues areas, has written the enclosed booklet, entitled  
Open Market Operations. The booklet explains the Federal Reserve's 
open market operations in United States Government securities. In 
Open Market Operations, Meek has captured some of the challenge of 
translating broad policy objectives into day-to-day operations, g iving  
particular emphasis to monetary and credit aggregates as objectives 
of policy.

Additional copies of this booklet may be obtained free of 
charge from the Bank and Public Information Department of this Bank, 
Ext. 6267.

Sincerely yours,

Ernest T .  Baughman

President

Enclosure

Banks and others are encouraged to  use the fo llow ing incoming WATS numbers in contacting this Bank:
1-800-492-4403 (intrastate) and 1-800-527-4970 (interstate). For calls placed locally, please use 651 plus
the extension referred to above.

This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical Library (FedHistory@dal.frb.org)



Open Market 
Operations 

by Paul Meek 
Federal Reserve 

Bank of New York



FOREWORD
Few areas of eco n o m ics  seem  to m yst ify  the 
genera l pub lic  m ore  than Federal Reserve open 
m arke t opera t ions  in U nited  States G ove rnm en t 
securit ies . To those of us in the Federal Reserve 
System, however, few  areas are m ore  fasc ina ting . 
It is th rough  the trad ing  of U.S. G ove rnm en t se cu 
rit ies in the open m arke t that w e  try to o ffse t 
undue s tresses on our m one ta ry  m a ch ine ry  and 
in f luence the eco n o m y  by a ffec t ing  the cos t and 
ava ilab il i ty  of credit.

Paul Meek, M one ta ry  A dv ise r in this B a n k ’s Open 
M arket O pera tions  and T reasury  Issues area, has 
sough t to cap tu re  som e of the cha llenge  tha t we 
in the S ys tem  feel in trans la t ing  broad po licy  
ob jec t ives  into day-to-day opera t ions. He has 
po rtrayed  open m arket ope ra t ions  in the ir cu rren t 
se tt ing  w ith  p a rt icu la r  em phas is  on m one ta ry  and 
c red it  agg rega tes  as ob jec t ives  of policy.

The au thor has been ass is ted  w ith  th is fou r th  
edit ion by the Public In fo rm a t ion  Departm ent. 
M any o thers  w ith in  the Bank have con tr ibu ted  
co m m e n ts  and suggestions.

We hope Open M a rke t  Opera tions  w il l s t im u la te  
readers  to learn about the fo rm u la t ion  and e xe cu 
tion of m one ta ry  policy.

Thom as M. T im len 
F irst V ice  President 
June 1978



THE “GO-AROUND”
The t im e  is jus t  be fore  noon on the Tuesday 
before  Thanksg iv ing  Day. The p lace  is the e igh th  
f loor trad ing room of the Federal Reserve Bank of 
N ew  York. The M anager of the Federa l Reserve 
S ys tem 's  Open M arket A cco u n t has m ade his 
dec is ion . He te l ls  his second  in c o m m an d  to buy 
about $500 m ill ion  in United S tates T reasu ry  bil ls 
for im m ed ia te  delivery.

The dec is ion  made, the o ff ice r- in -charge  tu rns to 
the ten o ff ice rs  and secur i t ies  traders  w ho  sit 
be fore te lephone  conso les  linking them  to m ore  
than 30 p r im a ry  dea lers  in U.S. G ove rnm en t se cu 
rities. “ W e 're  go ing in to ask fo r o ffe r ings  of all 
bil ls fo r c a s h ,"  he says. Each person is qu ick ly  
ass igned tw o  to fou r  dea lers  to call.

Joan, a New York Federal Reserve trader, presses 
a bu tton  on her te lephone  console , sound ing  a 
buzzer at the co rrespond ing  conso le  of a G ove rn 
m en t secu r i t ie s  dealer.

“ Ja ck ,”  Joan says, “ w e  are looking fo r o ffe r ings  
of all bil ls fo r  cash  d e l ive ry .”

Jack replies, " I ' l l  be back  in a m in u te .”  The sa les 
m en of his f i rm  qu ick ly  co n ta c t  cu s to m e rs  to see 
if they w ish  to m ake  offer ings. Jack  consu lts  the 
pa rtne r in ch a rg e  abou t how  aggress ive  he shou ld  
be in o f fe r ing  the f i rm 's  own holdings.

Ten m inu tes  la ter Jack  ca lls  back. “ Joan, I can 
o ffe r you fo r cash $5 mill ion of January  5 bil ls to



yie ld  5.85 p e rc e n t— $10 m ill ion of January  26 bil ls 
at 5 .90— $20 m il l ion  of M arch  23 bil ls at 6 .05—  
and $30 m ill ion of M ay 30 bil ls at 6 .1 4 .”

Joan says, "C a n  I have those o ffe r ings  f i rm  fo r a 
few  m inu tes? ”

“ S u re .”

W ith in  m inu tes  the “ go -a ro u n d ”  is com p le ted . The 
traders  have reco rded  the o ffe r ings  ob ta ined  from  
the ir ca lls  on spec ia l p rep r in ted  str ips. The offi- 
ce r- in -charge a rrays  the indiv idual dea le r o ffe r ings  
on an inc l ined board  a top  a stand-up coun te r . A 
ta l ly  show s tha t dea le rs  have o ffe red  $ 1.8 b il l ion 
of b il ls  fo r cash  sa le— that is, w ith  de l ive ry  and 
paym en t that very  day.

The o f f ice r  then beg ins c irc l ing  w ith  a red pencil 
the o ffe r ings  tha t p rov ide  the b es t— that is the 
h ighes t— rate of return  fo r each  issue. The large 
quo ta t ion  board fac ing  the open end of the 
U -shaped trad ing  desk te l ls  h im  the y ie lds on 
T reasury  bil ls as they w ere  in the  m arke t jus t 
be fore the “ go -a ro u n d ”  began. An assoc ia te  
keeps a running tota l of the am oun ts  being 
bought. W hen the des ired  a m oun t has been 
c irc led , the ind iv idual s tr ips  are  re tu rned to the 
traders, w ho  q u ick ly  te lephone  the dea le r firm s.

“ Jack, w e ’ ll take the $5 mill ion of January  5 bil ls 
at 5.85 and the $30  m ill ion of M ay 30 bil ls  at 6.14 
both  fo r cash; no, thanks, on the o th e rs ,”  Joan 
says.

Forty-five m inu tes  a fte r the initial dec is ion , the 
ca lls  have been com p le ted , and $523 m ill ion  in 
T reasu ry  bil ls pu rchased. O n ly  the paper w ork  
rem ains. The traders  w r ite  up t ickets , w h ich  
prov ide  the bas ic  au tho r ity  fo r  the B ank ’s go ve rn 
m en t bond depa rtm en t to rece ive  and pay fo r the 
spec if ic  T reasury  bil ls bought. The banks  that 
hand le  the dea le rs '  d e l ive r ies— the c lea r ing  banks 
— will  au thor ize  deduc t ions  of the secu r i t ie s  from  
the book en try  list of the ir  ho ld ings at the Federal 
Reserve. In return, they w ill rece ive  c red it  to  the 
reserve a cco u n ts  the banks m a in ta in  at the New 
York  Reserve Bank.

The Federa l Reserve c red i ts  to  the d e a le rs ’ banks 
im m ed ia te ly  adds over $500 m ill ion to the reserves 
of the U.S. banking system.

The Federa l R eserve 's  m arke t en try  sparks 
hurr ied consu lta t ions  at dea le r f i rm s  and m any 
co m m e rc ia l  banks th roughou t the coun try . Could 
the Federa l Reserve have been try ing to push 
d ow n  the in te rest rate on Federal fu n d s— inter
bank loans usually  m ade  fo r one bus iness d a y —  
to e n cou rage  a m ore  rapid g row th  of m oney and 
c red i t  in the country?  Or w as  it m ere ly  supply ing 
reserves to the banks to m ee t the p u b l ic 's  normal 
dem ands  fo r cash and c red it  a round  Thanksgiv ing?

Such questions  can rare ly  be answ ered  by ana lyz 
ing a s ing le  Federal Reserve m arke t opera t ion .
But they undersco re  the  keen in te rest of bankers, 
bus inessm en, and g ove rnm en ts  th roughou t the

w or ld  in know ing  the cu rren t th rus t of U.S. m o n e 
tary po licy. Open m arke t ope ra t ions  can  se t in 
m otion  f inanc ia l ripp les that spread rap id ly  to 
a f fe c t  the cos t and ava ilab il i ty  of c re d it  in United 
S tates and fo re ign  f inanc ia l m arkets . Eventually, 
the e c o n o m ic  e ffec ts  of susta ined Federal 
Reserve ac tion  are fe lt at hom e and abroad.

U nder the  Federal Reserve Act, the Sys tem  uses 
open m arke t pu rchases  and sa les of G ove rn m e n t 
and Federal agency  secu r i t ies  as its m ost f lex ib le  
m eans of add ing to, or sub trac t ing  from , c o m m e r 
cial bank reserves. A routine ob jec t ive  of these 
ope ra t ions  is to head off the s tresses  im posed  on 
the m o n e ta ry  m a ch ine ry  by seasona l, regional, or 
e rra t ic  sh if ts  in money. A longer te rm  ob je c t ive  is 
to fos te r  m one ta ry  and c red i t  cond it ions  tha t wil l 
p ro m o te  a healthy econom y. The S ys tem  de fines  
these ob jec t ives  in te rm s  of g row th  in va r ious  
m easures  of the  m oney s tock  and bank c red it  
ove r  a 12-m onth  period. Its u lt im a te  goa ls  are 
sus ta inab le  e c o n o m ic  grow th, h igh em p loym en t,  
reasonab le  p r ice  s tab i l i ty  and v iab i l i ty  in the 
n a t io n ’s in te rna t iona l accoun ts .

COPING WITH MONETARY STRESSES 
Banks and their reserve positions
The U nited States banking system , like sys tem s  in 
m os t o the r  f inanc ia l ly  deve loped  coun tr ies , is 
ca lled  a frac t iona l reserve system . U nder Federa l 
and s ta te  laws, v ir tua l ly  all o f the nearly  14,700



c o m m e rc ia l  banks in the U nited S tates m ust 
m a in ta in  cash  reserves equal to  a spec if ied  f ra c 
tion of the ir  dem a n d  d epos its— that is, the  c h e c k 
ing a c c o u n ts  of the ir depos ito rs . M ost m ust m a in 
tain reserves fo r  sav ings and o ther t im e  depos its  
as well.

C om m e rc ia l  banks w h ich  are m em bers  of the 
Federal Reserve  S ys tem  hold abou t 75 p e rcen t of 
the bank ing  depos its  in the U.S. M em ber banks 
inc lude all banks cha rte red  by the Federal 
G o ve rn m e n t— about 4 ,700— and s ta te -cha rte red  
banks that have chosen  m e m b e rs h ip — about 
1,000. They are lega lly  requ ired  to hold the ir 
requ ired  reserves e ithe r as cash in the ir  vau lts  or 
depos it ba lances  in reserve a cco u n ts  at the ir 
d is t r ic t  Reserve  Banks.

Banks tha t a re  not Fed m em bers  a re  su b je c t to 
the reserve requ irem en ts  of the s ta tes  that c h a r 
te red  them . A bou t 8,900 s ta te -cha rte red  banks, 
acco u n t in g  fo r abou t 25 p e rcen t of all bank assets, 
are nonm em bers . They hold requ ired  reserves in 
vau lt cash, depos its  w ith  co rresp o n d e n t banks, 
G ove rnm en t secur i t ies , or o the r fo rm s  pe rm it ted  
by bank ing  laws of the ir cha rte r ing  states. For 
s im p lic ity , th is d iscuss ion  focuses  on m e m be r  
banks.

C ongress  de lega ted  the respons ib il i ty  fo r sett ing 
m e m be r  bank reserve  requ irem ents , w ith in  broad 
limits, to  the S y s te m ’s Board of G ove rn o rs— a 
seven -m em ber, P re s id e n t ia l^  appo in ted  group. In

1977, reserve requ irem en ts  w ere  g radua ted  from 
7 p e rcen t on the f irs t $2 m ill ion of dem and  depos 
its to 16 Vi p e rcen t on depos its  in excess  of $400 
mill ion. M em ber banks m ust a lso m ain ta in  
reserves of 3 p e rcen t on sav ings depos its  and
1 to 6 pe rce n t  on o the r t im e  depos its . Reserve 
requ irem en ts  m ust be m et for the w eek  ending on 
W ednesday, the “ s ta te m e n t”  w eek, and are 
based on the depos its  on each  b a n k ’s books  tw o  
w eeks  earl ier.

As p ro f it-seek ing  enterprises, m e m be r  banks try 
to keep the ir reserves, w h ich  p roduce  no incom e, 
c lose  to the requ ired m in im um . Yet, they a lso 
w an t to  avo id  reserve d e f ic ienc ies  on w h ich  the 
Federal Reserve m ay levy a pena lty  charge.

M anag ing  a ba n k ’s reserve pos it ion  can  be a 
try ing business. M ost of the f inanc ia l t ransac t ions  
of a bank and its depos ito rs  a f fe c t  the b a n k ’s 
reserve posit ion. C hecks  d raw n  by depos ito rs  to 
pay out-o f-town bil ls, fo r  exam ple , funne l back  
th rough  its d is t r ic t  Reserve Bank and are charged  
aga ins t the  b a n k ’s reserve accoun t. A  bank a lso 
loses reserves w hen  it pays ou t vau lt cash. And 
a bank is l ikely to lose reserves w hen  m aking  
loans or buying secur it ies . Each day  a bank 's  
reserve pos it ion  re f lec ts  the net resu lt o f reserves 
lost th rough  such transac tions , on the one hand, 
and reserves b rough t in, on the other, by check  
and c u r re n c y  deposits , tax c red its  to the T reasury  
accounts the bank holds,and its sales of securities.

A  m e m be r bank can  em p loy  severa l l ines of 
de fense  if reserves are  lost to o ther banks 
th rough the da ily  ebb and f low  of t ransactions . It 
m ay seek to bo rrow  reserves for one or m ore  
days from  o the r banks in the Federal funds 
m arket. A bank can a lso  sell short- te rm  G overn 
m en t secu r i t ie s  or o ther “ l iqu id ” — readily  m a rke t 
ab le— assets. Such sa les e ffec t ive ly  pull reserves 
from  the bank on w h ich  the b u y e r ’s ch e ck  w as  
d raw n. Or the bank cou ld  bid fo r large deposits , 
issuing negotiab le  ce r t i f ica tes  of depos it  (CDs) as 
ev idence  of its p rom ise  to repay w ith  in te rest in 
30 days or longer.

M em ber banks have a final de fense  aga inst 
un fo reseen  reserve  losses in the ir p r iv ilege of 
bo rrow ing  from  the ir  regional Reserve Bank. 
Usually, they bo rrow  on ly fo r short periods, on 
the ir  ow n notes secu red  by G ove rn m e n t s e cu r i 
ties or o the r  acce p ta b le  co lla te ra l. The interest 
rate a m e m be r bank pays on such  bo rrow ing  is 
the Reserve B a n k ’s d iscoun t  rate.

The Federal Reserve steps in
Open m arke t ope ra t ions  enab le  the Federal 
Reserve S ys tem  to a f fe c t  the reserves of the 
banking sys tem  and to regula te  the p ressure  on 
the banks to take action . Indiv idual banks can 
m ee t the ir reserve  requ irem en ts  by draw ing  
reserves from  o the r banks. But, in the short run, 
banks as a g roup  can only pass a round the 
reserves ava i la b le — or bo rrow  new reserves at



the Federal Reserve d iscoun t w indow . Open 
m arket ope ra t ions  a llow  the Federal Reserve to 
change the vo lum e of reserves ava ilab le  to 
m em ber banks be fo re  they borrow  from  the 
Federal R eserve— that is, to m anage nonbor
rowed reserves. In this way, the Fed can o ffse t the 
reserve sw ings  caused  by the p u b l ic 's  chang ing  
dem and fo r cash and o ther fac tors . By m anag ing  
nonborrow ed reserves, the Fed can  ad jus t the 
pressure on the  banks to bo rrow  from  the 12 
regional Federal Reserve Banks to cove r the ir 
reserve requ irem ents . By adding m ore  reserves 
than the banks require, it can s t im u la te  the ir 
expansion of m oney and bank cred it. A lte rna t ive 
ly, it can restra in  tha t expans ion  by hold ing back 
in supply ing reserves.

An elastic currency
Through open m arke t purchases, the System  can 
rep lace the reserves  lost w hen  bank cu s tom ers  
d raw  cash from  the ir  banks a round ho lidays like 
Thanksg iv ing  or the Fourth  of July. W hen co in  and 
cu rrency  are redepos ited  in the banks by 
m erchan ts  a fte r the holidays, open m arke t sales 
can co m p ensa te  fo r the bu ildup in vau lt cash.

The e c o n o m y 's  b iggest annual need fo r c u rren cy  
and co in  arises  as the holiday shopp ing  season 
builds to its c l im ax  be tw een the f irs t o f N ovem ber 
and C hris tm as. C om m erc ia l  banks supp ly  cu s 
tom ers  w ith  pocke t m oney by obta in ing  c u rren cy  
from  the d is t r ic t  Reserve B ank— draw ing  dow n

the ir own reserve a cco u n ts  (Chart I). If the Federal 
Reserve d idn 't  o ffse t such recu rren t d ra ins  on 
bank reserves, banks w ithou t excess reserves 
w ou ld  try to rebuild  the ir reserve pos it ions by buy
ing funds from  o ther banks (bidding up the  Federal 
funds rate), by sell ing secur it ies , or by ca ll ing 
short- te rm  loans.

Such ac t ions  w ou ld  put s trong upw ard  p ressure  
on in terest rates and cou ld  lead to serious m arket 
d is tu rbances. Indeed, be fo re  the System  w as 
estab lished, f inanc ia l s tra ins  of this type becam e 
so severe  on a few  o cca s io n s  tha t they touched  
off f inanc ia l pan ics  that reduced  e c o n o m ic  a c t iv 
ity. A  pan ic  in 1907 set o ff the search  fo r a m e th 
od of assuring  tha t c u r re n c y  expanded  and co n 
trac ted  w ith  the needs of the econom y. This 
search  led to the passage of the Federal Reserve 
A c t in 1913.

The m ove m e n t of c u rren cy  into c ircu la t ion  a round 
ho lidays is reasonab ly  pred ic tab le . But ano the r 
fa c to r  a f fec t ing  bank reserve pos it ions— known as 
Federal Reserve f loa t— is ra ther e rra t ic . Float 
arises m ain ly  in the ch e ck  co llec t ion  process. A 
m e m be r  bank sends ch e cks  fo r co llec t ion  to its 
Reserve Bank. The Reserve Bank c red its  the 
m e m b e r ’s reserve a c c o u n t w ith in  a m a x im u m  of 
tw o  bus iness days, even though th ree  or m ore  
days are o ften  needed to co l lec t  funds from  the 
banks on w h ich  they are drawn. As a result, the 
Reserve Banks c u s to m a r i ly  show  on the ir  books

m ore  do lla rs  due from  m e m be r banks on w h ich  
ch e cks  have been drawn, than do lla rs  due to 
m e m be r  banks w h ich  have depos ited  ch e cks  for 
co llec t ion .

On a typ ica l day in 1977, for exam ple , due from  
i tem s in p rocess  of co llec t ion  to ta led  $8,147 m il 
lion w h ile  de fe rred  ava ilab il i ty— due to— cash 
items to ta led  only $5,385 mill ion. The a m oun t by 
w h ich  the due from  i tem s exceeded  the due to 
i tem s— $2,762 m ill ion that d a y— is ca lled  Federal 
Reserve float. In e ffec t, som e m e m be r banks had 
been c red i ted  be fore  o thers  w ere  charged.
C red its  can a lso arise  w ithou t o ffse tt ing  deb its  in 
the routine process ing  of t rans fe rs  of funds and 
secu r i t ie s  over the F ed ’s w ire  network.

F loat can vary  w ide ly  w ith in  a w eek  or month, as 
well as over the year. In 1977, f loat ranged from 
$2.2 bil l ion to abou t $6.2 bil l ion. Bad w eather, 
transpo rta t ion  tie-ups, or anyth ing  a ffec t ing  check  
de live r ies  or the speed of p rocess ing  can cause  
large da ily  changes  in float. F loat rises near the 
m idd le  of each  m onth  as people  and bus inesses 
pay the ir m onth ly  bil ls (Chart II). This bu lge  tends 
to p rov ide  the banking sys tem  w ith  substan tia l 
add it iona l reserves for a b rie f period until float 
subs ides w ith  c h e ck  vo lum e tow ard  the end of the 
month.

During  the C hr is tm as  season, the vo lum e  of 
ch ecks  w r it ten  rises sharp ly  and ch e ck  de liveries  
are de layed  as C hr is tm as  ca rds  and packages



The Effect of Changes 
in Float on 

Bank Reserves*
•Cumulative changes in daily 

averages July through December

Chart II + 2000 

+  1 8 0 0  

+  1 6 0 0  

+  1 4 0 0  

+ 1200 

+ 1000 

+  8 0 0  

I—  +  6 0 0  

—  +  4 0 0  

+ 200 

0

-  200

f lood the mails, supe r im pos ing  a s trong seasonal 
rise on the m on th ly  pattern. To preven t the large 
sw ings in f loa t from  a lte rna te ly  increas ing  and 
decreas ing  the tota l supp ly  of reserves ava ilab le  
to the bank ing  system , the Federal Reserve m ust 
engage in o ffse tt ing  open m arket operations.

Other reserve factors
C hanges in the depos its  m a in ta ined  at the Federal 
Reserve by the Treasury , fo re ign  cen tra l banks, 
and in te rna t iona l ins t itu t ions a lso a ffec t bank 
reserves. W hen such depos its  rise, reserves are 
trans fe rred  from  m e m be r banks to these accoun ts . 
W hen the ba lances  are d raw n  dow n to m ake pay 
ments, m e m be r bank reserve a cco u n ts  increase.

In early  1978, sw ings  in the T re asu ry 's  ba lance  at 
the Federal Reserve Banks w ere  a m a jo r  source  
of va r iab il i ty  in bank reserves. Until a few  years  
earl ie r, the T reasu ry  had sought to m a in ta in  a 
reasonab ly  stab le  w ork ing  ba lance  at the Federal 
Reserve. It used its " ta x  and loan ”  a cco u n ts  at 
co m m e rc ia l  banks as a buffer, accu m u la t in g  tax 
and o ther paym en ts  there, and trans fe rr ing  funds 
to the Reserve Banks at a rate that abou t o ffse t 
the ch e cks  d raw n  on its Reserve Bank ba lance. 
M ore  recently , the T reasury  has been keeping the 
bulk of its ba lances  at the Reserve Banks.

The T reasury  itse lf cou ld  not legally invest funds, 
but co m m e rc ia l  banks hold ing these accoun ts  
cou ld  and did. Banks p rov ided  the T reasury  w ith  
se rv ices  w itho u t  cha rge  and w ere  com pensa ted

by the ir ea rn ings  on the T re a su ry ’s ba lances. 
Sharp ly  h igher short- te rm  in te res t rates in 1973 
and 1974, however, boosted  bank earn ings  on 
these funds so m uch  tha t it be ca m e  c lea r  that 
they exceeded  subs tan t ia l ly  the va lue  of se rv ices  
rendered the Treasury.

To c o r re c t  th is im ba lance, the T reasu ry  shif ted 
funds to its Federal Reserve ba lances  from  c o m 
m erc ia l banks, d ra in ing  reserves f rom  the  banks 
and necess ita t ing  System  pu rchases  of securit ies . 
The in te res t the Federal Reserve earned on 
these ho ld ings increased  the S y s te m ’s regular 
paym en ts  of its net ea rn ings  to the Treasury.
Thus, the  T reasury  ob ta ined ind irec t ly  a return  on 
its funds that it cou ld  not obta in  from  co m m e rc ia l  
banks d irec tly .

This change  in the T re a su ry ’s m a n agem en t of its 
cash pos it ion  led to very  large sho rt- te rm  sw ings 
in the T re a su ry ’s Federal Reserve ba lance, s ince 
tax and loan a cco u n ts  at co m m e rc ia l  banks no 
longer p rov ided a buffer. In 1970, the average  
w eek ly  change  in T reasury  depos its  at the  Federal 
Reserve w as  $124 mill ion. In 1977, the change  
ave raged  $2 bil lion. To o ffse t the im p a c t  on 
reserves of these ab rup t changes, the System  had 
to supp ly  reserves tem po ra r i ly  th rough  m a tched  
purchase-and-sa le  con trac ts ,  ca lled  repurchase  
agreem en ts . M a tched  sa le -purchase  co n tra c ts  
w ere  used w hen the System  had to absorb  
reserves tem porar i ly . N ew  leg is la t ion w ill pe rm it

the T reasury  to rece ive  an in te rest return  d irec t ly  
on its tax and loan ba lances  at f inanc ia l ins t itu 
tions. Soon the T reasury  can  aga in  use these 
ba lances  to insu la te  the reserves of the banking 
sys tem  fro m  the im pac t of its vo la t i le  cash posit ion.

The S ys tem 's  task of sm ooth ing  reserve p res
sures aris ing from  f luc tua t ions  in these and other 
fac to rs  is never ending. As pressures  shift, the 
open m arke t desk m ust often be p repared  to 
change  from  supply ing to absorb ing  reserves, 
often w ith in  the sam e week. W ith in  m ost months, 
there  are p red ic tab le  sh if ts  in the need to supply 
and absorb  reserves. In the last severa l m onths of 
the year, as w e  have seen, reserves m ust be sup
plied seasonally , on ly  to be w ithd raw n  from  the 
banks ear ly  in the new year.

The Federal Reserve, the banks, 
and deposit growth
The open m arke t desk m ust deal w ith  m ore  than 
the p ressu res  genera ted  by c u rren cy  flows, Fed
eral Reserve f loa t and o ther fac to rs  a ffec t ing  bank 
reserves. It m ust a lso cope  w ith  the sw ings in 
required reserves tha t s tem  from  short-run 
changes in bank deposits . The trad ing desk m ust 
see how  bank depos its  a re  track ing  in relation to 
seasona l pa tte rns  to judge  w he th e r  the longer run 
g row th  in the m oney  s tock  and bank c red it  is 
unfo ld ing as the Federal Reserve desires.

The m ain  seasona l m ovem en ts  in dem ands  for 5
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Assets Liabilities Assets Liabilities

1. T reasu ry  bil ls 

+  $523 ,000 ,000

2. Reserve a cco u n ts  
of the dea le rs '  
c lea r ing  banks

+  $523,000,000

3. Reserve accoun t 
a t Federal 
Reserve

+  $523,000,000

4. D em and  depos it  
a cco u n ts  of 
dea lers

+  $523,000,000

1. Federal 2. C learing banks 
Reserve buys trans fe r T reasury  
T reasury  bil ls by w ire, 
bil ls and . .  . rece iv ing  c red it

to  their
reserve accoun ts .

3. C learing  banks ' 4. C learing banks 
reserve a cco u n ts  c red it  dem and 
increase  and . . .  depos it  accoun ts

of dea lers  
se ll ing the 
T reasu ry  bills.

TRACKING A FEDERAL RESERVE 
PURCHASE OF TREASURY BILLS FROM  
NONBANK DEALERS
Federal Reserve purchases  of secu r i t ie s  supply  
reserves to the banking system ; sa les w ithd ra w  
reserves. W hen  the M anager pu rchased  $523 
m ill ion of T reasury  bil ls on the Tuesday before  
Thanksg iv ing , he paid the secu r it ies  dea le rs  by 
c red it ing  the  reserve a cco u n ts  of the  banks 
handling the dea le rs '  paper work, an action  
tha t c re a te d  reserves that d idn 't  ex is t before. 
Had he sold T reasury  bil ls instead, he w ou ld  
have reduced  the S ys tem 's  open m arket 
a cco u n t ho ld ings and ex t ingu ished  bank 
reserves. The Federal Reserve der ives  this 
p o w e r  to c rea te  or extingu ish  bank reserves 
from  C ongress, w h ich  has the C onst itu t iona l 
pow er to " c o in  m oney  (and) regu la te  the va lue 
th e re o f”  (A rt ic le  I, Section  8 ).

A ssum e  the  M anager purchased  the T reasu ry  
bil ls from  nonbank dealers. The d e a le rs ’ N ew  
Y ork  c lea r ing  banks rece ive  c red it  to  the ir 
reserve a cco u n ts  and they, in turn, c red it  the 
dea le rs '  depos it accoun ts . (When bil ls are 
bought f rom  a bank ac t ing  as a dealer, the 
dea le r bank s im p ly  rece ives a c red it  to  its 
reserve accoun t. )  The im m ed ia te  e ffec t of the 
d a y ’s open m arket pu rchases  is a $523 mill ion

rise in Federal Reserve asse ts  (Treasury  bill 
ho ld ings) and in Federal Reserve liab il i t ies 
(m em ber bank deposits). M e m be r bank reserve 
ba lances  rise $523 m il l ion  w h ile  depos it 
l iab il i t ies to cu s to m e rs  rise by a s im ila r amount.

W hen nonbank dea le rs  buy T reasury  secu r it ies  
from  the  Fed, they usua lly  a rrange  fo r the ir 
c lea r ing  banks to pay th rough  a cha rge  to each 
c lea r ing  b a n k ’s reserve accoun t.  The Reserve 
Bank de live rs  the secu r i t ie s  th rough the 
G ove rnm en t secu r i t ie s  c lea r ing  a rrangem ent. 
(D ea le r banks pay fo r S ys tem  purchases  by 
au thor iz ing  d irec t de d u c t io n s  f rom  the ir  reserve 
accoun ts .)

W hen the System  adds to bank reserves 
th rough open m arke t pu rchases, the add it iona l 
reserves d o n ’t all rem ain  in the N ew  Y ork  City 
banks tha t handle  secu r i t ie s  for the  nonbank 
dealers. To buy and hold G ove rnm en t 
secur it ies , these dea le rs  norm a lly  bo rrow  
m oney from  all a round the  c o u n try — from  
insu rance  com pan ies , co rpo ra te  treasurers , 
banks, sta te  and local g o ve rnm en ts  and others. 
In fact, they bo rrow  95 cen ts  or m ore  of every  
do lla r used to buy secur i t ies , p ledg ing  the 
secu r it ies  bough t as co lla te ra l.

When the Federal Reserve  bought secur it ies

The Accounting Trace of a Federal 
Reserve Purchase of Treasury Bills 
from Nonbank Dealers

from  dea le rs  on that Tuesday be fo re  Thanks 
giving, nonbank dea le rs  had to repay the ir 
bo rrow ings  and redeem  the secu r i t ie s  be fore  
they cou ld  de liver them  to the S ys tem  A ccoun t.  
In e ffec t,  they repaid the loans tha t day w ith  
the p roceeds  of the sale to the System.

A large part of the increase  in reserves w as 
t rans fe rred  the sam e day from  the dea le rs ' 
check ing  a cco u n ts  over the Federal R ese rve ’s 
w ire  ne tw ork  to the reserve a cco u n ts  of banks 
in o the r  c it ies. Perhaps $10 m ill ion  w as  w ired  
to H ar t fo rd  by a dea le r to pay off an insurance  
c o m p a n y  loan, $6 mill ion to C h icago  to repay a 
m anu fac tu re r ,  $25 m ill ion to a San F ranc isco  
bank to redeem  secu r it ies  held by it, and so on. 
Thus, an add it ion  to bank reserves spreads 
qu ick ly  ac ross  the country . And banks ga in ing 
reserves m ay red is tr ibu te  part of them  
tem pora r i ly  by lending them  in the Federal 
funds market.



Federal Reserve to hold back  on supply ing non
borrow ed  reserves th rough  open m arke t ope ra 
tions in o rder to  s low  depos it  and bank c red it  
g row th. S ince in te res t rates w ou ld  rise in that 
case, the bank m igh t choose  a longer te rm  m eans 
of ad jus tm en t. It m igh t sell C Ds o r T reasu ry  s e c u 
rities at cu r ren t  in te res t rates ra ther than te m p o 
rize by bo rrow ing  in the Federa l funds  m arket 
or from  its Reserve Bank. Converse ly , if depos it 
g row th  w ere  to ou tpace  the rise in loans and 
secur it ies , the bank w ou ld  be likely to buy add i
tional secur i t ies , w h ile  s tepp ing  up its e ffo rts  to 
gene ra te  loans. E xpecta t ions  of an expans ive  
Federal Reserve po licy  w ou ld  speed up such 
actions.

bank c re d i t  and depos its  are c lea r  to the Federal 
Reserve and co m m e rc ia l  bankers  alike. As a rule, 
there  is a p ronounced  upsw ing  in bank loans to 
bus iness in the  last fou r m onths  of each year, 
part ly  b ecause  ag r icu ltu ra l c rops  are m ov ing  to 
m arket, bu t ch ie f ly  because  retail bus inesses  are 
bo rrow ing  to s tock  up fo r the fall season and the 
C hr is tm as  rush. The T reasu ry  is a lso a m a jo r  bor
row er in th is season  because  tax rece ip ts  typ ica l 
ly fall short o f expend itu res  in the last half o f the 
ca lenda r year.

The expans ion  of c re d i t  dem ands  and business 
ac t iv i ty  in the  fall is typ ica lly  acco m p a n ie d  by a 
rise in e m p lo ym e n t and incom es, on the one 
hand, and a rise in w ork ing  ba lances  and savings 
depos its  at co m m e rc ia l  banks, on the other. Ris
ing depos its  lead to an increase  in the requ ired 
reserves tha t the  banks m ust hold (Chart III). In 
pre-Federa l Reserve days, banks o ften  had to sell 
l iquid assets  in large vo lum e to m ake  room for the 
seasona l inc rease  in loans and reserve requ ire 
ments. Today, the Federal Reserve supp lies  the 
banking sys tem  w ith  add it iona l reserves in s tep 
w ith  the seasona l dem and  fo r c red i t  and deposits . 
There  is no need fo r fo rced  sa les of secu r i t ies  or 
o ther assets, w h ic h  w ou ld  raise in te res t rates.

The ac tua l behav io r  of bank c red it  and depos its  
each yea r re f lec ts  the in te rac t ion  of banks, the ir 
cus tom ers , and the Federa l Reserve. Bank d ec i
s ions are in f luenced  by presen t and p rospec t ive

cu s to m e r dem ands, the eco n o m ic  ou tlook, and 
b a n ke rs ’ pe rcep t ions  of how readily  the Federal 
Reserve m ay  a c c o m m o d a te  na tionw ide  dem ands  
fo r m oney and cred it .  M ost large banks p ro jec t 
both the loan dem and  they  are likely to face  and 
the dem and  and sav ings depos its  they  are likely 
to a tt rac t .  M any a lso es t im a te  w he th e r  the T rea 
s u ry ’s p ro jec ted  budget ca lls  for g rea te r  than 
seasonal bo rrow ing  in the m on ths  ahead. Bankers  
m ust judge  w he th e r  all the c red it  dem ands  they 
fo resee  can be a c c o m m o d a te d  w ith in  the rates of 
g row th  in the m oney s tock  and bank c re d it  being 
sough t by the Federal Reserve System . In terest 
rates w il l  be expec ted  to rise if m oney  and c red it  
d em ands  are exce ss ive — or fall if they are be low  
the F e d ’s g row th  ob ject ive .

Aga ins t th is background , bankers  w ill ac t on the ir 
ind iv idual read ings of incom ing  ev idence. If its 
ho ld ings of loans and secu r i t ies  w e re  ris ing fas te r 
than its dem and  and sav ings deposits , a bank 
w ou ld  lose reserves to o ther banks and fall short 
of m ee t ing  its rising reserve requ irem ents . It m ust 
dec ide  w h e th e r  to ad jus t by reduc ing  its assets, 
add ing to its l iab il i t ies, or som e com b in a t io n  of the 
two.

The bank 's  cu rren t expec ta t ions  of loan dem and  
and Fed po licy  w ill a f fe c t  its cho ice  am ong 
d if fe ren t cou rses  of act ion . If the bank sees a 
deve lop ing  national pa tte rn  of s trong loan dem and  
and rap id ly  g row ing  depos its , it m ay exp e c t  the

The Federal Reserve fo r its part fo l low s  c lose ly  
the m anner in w h ich  the m oney s tock  and bank 
c red it  respond to the ac tions  of banks and the ir 
cus tom ers . P a rt icu la r a tten tion  is paid in ope ra 
tions to the g row th  of money, in both its M, de fin i 
t ion— coin, cu rren cy , and pr iva te  dem and  
depos its  at c o m m e rc ia l  banks —  and its M 2 de fin i 
t ion— M, p lus t im e  and sav ings depos its  o ther 
than large nego tiab le  ce r t i f ica te s  of depos it at 
m a jo r  banks. The Federa l Open M arket C om m it 
tee (FO M C — see pages 13-15), a key System  p o l icy 
m aking  body, g ives the System  A c c o u n t M anager 
a set of w eek ly  and m onth ly  track ing  pa ths that 
tie in w ith  the des ired  longer te rm  g row th  of the 
tw o  m one ta ry  agg rega tes , M, and M 2.



Suppose the tw o  aggrega tes  appear to be expand 
ing m ore  rap id ly  than desired. The M anager is 
then supposed  to supply  few e r nonborrow ed  
reserves in re lation to the larger bank dem and  for 
reserves that typ ica lly  acco m p a n ie s  a rise in M, 
and M 2. In tha t case, banks w ill be short of 
reserves, w il l  bid up the rate on Federal funds, 
and w ill be fo rced  to bo rrow  m ore  at the Federa l 
Reserve d iscoun t w indow . In time, the rise in 
interest rates and the port fo l io  ad jus tm en ts  se t in 
m otion am ong  banks, businesses, and consum ers  
should  w ork  to s low  the g row th  rate of depos its  
and requ ired  reserves.

C onverse ly, suppose depos its  and bank c re d it  fall 
short of the Federal R ese rve ’s desires. The M an 
ager w ou ld  then be ob liga ted to pu rchase  large 
am ounts  of G ove rnm en t secur it ies  in o rder to 
p rovide nonborrow ed  reserves m ore  freely. This 
act ion  w ou ld  push down the Federal funds rate, 
and be in tended to spur g row th  in bank inves t
m ents  and depos its  over the m onths ahead.

The Federal Reserve m ust c lose ly  m on ito r 
p rogress tow ard  its longer te rm  ob jec t ives  w h i le  it 
copes w ith  the short-run s tresses caused  by sea 
sonal and random  forces. A lthough the System  
guards aga ins t seasonal s tra ins by an tic ipa t ing  
reserve needs and changes, no tw o  years  are 
alike. F lex ib il ity  rem ains the key to e ffec t ive  
action.

PROMOTING A HEALTHY ECONOMY  
Monetary goals
The Federal R eserve ’s m ost im portan t task is to 
im p lem en t a m one ta ry  po licy  that m oves the 
nation tow ard  its eco n o m ic  ob jec t ives  of sus ta in 
ab le  eco n o m ic  grow th , high em p loym ent, reason
ab le  p r ice  s tab ili ty  and a susta inab le  pa tte rn  of 
in te rna tiona l t ransactions . Reserve requ irem ent 
and d iscoun t rate changes  are im portan t tools, 
but open m arket ope ra t ions  are the p r im ary  veh i
cle fo r ca rry ing  out m one ta ry  policy.

M one ta ry  po licy, in co n ce r t  w ith  o ther g o ve rn m e n 
tal polic ies, seeks to encou rage  re la tive ly  full use 
of the e c o n o m y ’s p roduc t ive  resources. It m ust 
a lso  keep dem and  fo r goods and se rv ices  in ba l
ance  w ith  the e c o n o m y 's  ab il ity  to use land, labor, 
cap ita l and techno logy  w ithou t infla tion. A ch iev ing  
this ba lance  is im portan t not only for dom es t ic  
p rogress  but a lso fo r m a in ta in ing  the c o u n try ’s 
co m pe t it ive  posit ion in the w or ld  econom y.

More money and bank credit or less?
T im e ly  act ion  to speed up or s low  dow n the 
g row th  of the na t ion 's  m oney supp ly  and bank 
c red it  a f fec ts  lenders and bo rrow ers  and, through 
the ir  ac tions, a f fec ts  to ta l spend ing  and eco n o m ic  
activ ity . W hen it fo resees fa l l ing p roduc t ion  and 
rising unem p loym en t (recession), the Federal 
Reserve can provide m ore  nonborrow ed  reserves 
to c o m m erc ia l  banks and con tr ibu te  to a dec line  
in in te res t rates. Provided bo rrow ers  are seeking

MONETARY POLICY:
HISTORICAL PERSPECTIVE
The shif t ing cha llenge  con fron t ing  m one ta ry  
po licy  and the vary ing  im po rtance  of its role 
are i l lus tra ted  in the h is to ry  of the  past half 
century.

1930’s: Depression decade
The w or ld w id e  eco n o m ic  co llapse  dur ing  the 
G reat D epress ion  of the ear ly  1930 's  sha tte red  
business and con su m e r con fidence . The 
Federal Reserve pum ped  reserves into the 
banking sys tem  and in te rest rates fell to  very 
low levels. But the reserves piled up as idle 
ba lances. Bank and bus iness fa i lu res and 
eco n o m ic  unce rta in ty  restra ined the pr iva te  
dem and  fo r c red it  and a lso tem pe red  b a n ke rs ’ 
read iness to lend and invest. Stepped-up U.S. 
G ove rnm en t spend ing  con tr ibu ted  to a gradual 
eco n o m ic  recove ry  in the m id -1930 ’s. But 
ou tpu t rem ained genera l ly  be low  its 1929 
peaks until de fense  spend ing  a cce le ra ted  
d ra m a t ica l ly  a fte r the 1939 ou tb reak  of w a r  in 
Europe. Only then did the unem p loym en t 
ra te— w h ich  w as sti l l over 17 pe rcen t in 1939 — 
beg in  fa l l ing sharply.

1940’s: War and its aftermath
The Federal Reserve m ade sure tha t banks  had
adequa te  reserves to buy the T reasury



secu r it ies  that f inanced  the G o v e rn m e n t ’s huge 
w ar spend ing  and the resu ltant budget de fic its . 
By 1943, total ou tpu t (GNP) w as  70 pe rcen t 
above the 1939 level in real te rm s  and the 
unem p loym en t rate w as  be low  2 percen t. Price 
contro ls , rat ion ing, and con su m e r saving 
helped restra in  the upw ard  p ressure  of dem and 
on the p r ices  of the l im ited  supplies of 
con su m e r goods availab le.

Peace b rough t a rapid sh if t from  G ove rnm en t 
spend ing  fo r w a r  to boom ing  c iv il ian dem and 
fo r housing and c o n su m e r goods. U.S. loans 
and e c o n o m ic  aid he lped susta in  Europe 
and rebuild  its p roduc t ive  capac ity . Prices 
rose rap id ly  in 1947 and 1948 as p r ice  con 
tro ls and ra t ion ing w ere  ended and spend ing  
ou tran  expand ing  product ion . By the end 
of the decade , however, p r ices  had leve led 
off w he n  the e co n o m y  spu tte red  into its f irst 
mild  pos tw a r recession.

1950’s: Countering the business cycle
The ou tb reak  of the Korean co n f l ic t  in June
1950 boosted  G ove rnm en t spend ing and 
touched  off a w or ld w id e  boom  in raw m ateria l  
and o ther prices. In f la t ion w as  a m a jo r  conce rn  
th roughou t the decade, but unem p loym en t and 
s lugg ish  g row th  w e re  em erg ing  as po licy  
issues be fo re  the 19 5 0 ’s w ere  over. Freed in

1951 from  ear l ie r  cons tra in ts  on its ab il i ty  to 
use m one ta ry  po licy  flexib ly, the Federal 
Reserve sought to use open m arke t opera t ions  
to m odera te  sw ings in eco n o m ic  ac t iv i ty  and 
restra in  the eco n o m ic  excesses that lead to 
inflation. The G ove rnm en t a lso  used its tax and 
spend ing p ow ers— fisca l p o l icy— to co un te r  
e co n o m ic  sw ings. M ili ta ry  ou tlays w ere  cu t 
a fte r the Korean war. Also, during business 
recess ions, the Federal au tho r it ies  undertook 
to m ain ta in  dem and by stepp ing  up G ove rn 
m en t spend ing  and susta in ing  pr iva te  dem and 
th rough  unem p loym en t com pensa t ion .

Tax revenues typ ica lly  fall in recess ions  w hen 
people are out of w ork  and co rpo ra te  prof its  
are dec lin ing . H igher G ove rnm en t spend ing 
then has to be f inanced  by T reasury  borrow ing. 
During these periods, the Federal Reserve 
supp lied  co m m e rc ia l  banks w ith  enough 
reserves to buy T reasury  secu r i t ies  heavily 
as well as to add to the ir  m or tgage  loans. 
D ur ing  the 1950 ’s, p o l ic ym a ke rs  learned that 
restra in ing  excess ive  dem and  in boom  times 
w as im portan t for tw o  reasons. It he lped keep 
inf la t ion from  gett ing out of hand. And it also 
held back  cred it-sens it ive  private  spend ing  until 
s lack  times, w hen  it cou ld  be re leased by 
m aking  m oney  m ore  readily available.

1960-65: Seeking balanced growth
By the early  196 0 ’s, the stage seem ed set fo r a 
b road ly  based e c o n o m ic  expans ion  w ithou t 
inflation. The eco n o m y  recovered  sm art ly  from  
the 1960-61 recession. But for the f irs t t ime in 
the pos tw ar period, expans ion po lic ies  and 
low er in te rest rates set off a t rans fe r  of funds 
abroad and caused  coun tr ies  to buy go ld  from  
the U.S. rather than add to the ir do lla r holdings.

N either an expans ive  m one ta ry  po licy  nor 
ris ing Federa l expend itu res  seem ed ab le  to 
push the e co n o m y  nearer its full p roduc t ive  
potentia l. In 1963, the unem p loym en t rate 
averaged  5.7 percen t, only one pe rcen tage  
po in t be low  the recess ion  level of tw o  years 
earl ier. M oreover, G ove rnm en t po lic ies  had to 
rebuild  co n f id e n ce  in the do lla r and the inter
national m one ta ry  sys tem  a fte r the gold ou tf low  
of 1960.

Gradually , a consensus  deve loped that the 
na tion 's  h igh ly p rogress ive  incom e tax 
s truc tu re  w as  chok ing  o ff pr iva te  dem and. Tax 
cu ts  in 1964 con tr ibu ted  to acce le ra ted  
co nsum er spend ing  and business inves tm en t in 
new  p lant and equ ipm ent. U nem p loym en t 
dec lined  to 4 ’/2 pe rcen t by m id-1965 while  
rem arkab ly  s tab le  p r ices  con tr ibu ted  to solid 
ga ins in trade w ith  o ther nations.



cred it, banks  w ill m ake  loans and buy secur i t ies , 
typ ica lly  paying w ith  new ly  c rea ted  dem and  de 
posits. M, w il l  tend to rise. As bo rrow e rs  spend 
the ir new  funds, the rise in spend ing  w ill gene ra te  
new jobs  and h igher incom es. And t im e  and sav 
ings depos its  are l ikely to rise w ith  incom e  so that 
M 2 g row th  w il l  a lso acce le ra te .

W hen the Fed fo resees that m one ta ry  dem a n d  is 
likely to be excess ive  so that rising p r ices  ( in fla 
tion) a re  on the horizon, the Federal Reserve  can 
p rov ide  fe w e r  nonborrow ed  reserves. The Federa l 
funds rate w il l  rise, and banks w ill bo rro w  m ore  
heavily  at the d iscoun t w indow . As the co s t of 
reserves and m arke t in te rest rates rise, banks  and 
their cu s to m e rs  s ta r t to ad just the ir po r t fo l ios  of 
f inanc ia l assets. U nder susta ined  p ressure  from  
the Fed, these  ad jus tm en ts  trans la te  in t im e  into 
reduced rates of depos it and bank c red i t  g row th . 
Som e bo rro w e rs  ge t squeezed out of the c red i t  
m arke ts  and m one ta ry  dem and  is b rough t back  in 
line w ith  the  e c o n o m y 's  p roduc t ive  capac ity .

There are no gua ran tees  that m one ta ry  po l icy  wil l 
have p rec ise ly  the  des ired  im pac t on spend ing  in 
the econom y. Open m arke t opera t ions  have a 
d ire c t  e f fe c t  on nonborrow ed  reserves and sh o r t 
te rm  in te rest rates. But the e ffec ts  on M, and M 2 
may vary  greatly , depend ing  on the agg ress ive 
ness w ith  w h ich  banks lend and invest, and 
w he th e r  the pub lic  holds its liquid assets  as t im e  
depos its  w ith  banks or in o ther fo rm s. In addit ion,

the e co n o m y 's  cou rse  w il l  re f lec t m ore  than the 
bo rrow ing-and  spend ing  dec is ions  of consum ers , 
bus inesses and gove rnm en ts . A lso  at w ork  will 
be the pr ic ing  po lic ies  of business, the w age  
goals of labor, the tax laws of governm ent, 
and e c o n o m ic  cond it ions  abroad.

The Federal Reserve has cons ide rab le  contro l 
over nonborrow ed  reserves, but it c a n 't  con tro l 
the use of those reserves in the short run. The 
banks  m ay use add it iona l reserves to reduce 
indebtedness to Reserve  Banks or others, ra ther 
than m ake  m ore  loans or buy m ore  secur it ies . 
Fu rthe rm ore , the Federa l Reserve c a n ' t  con tro l 
how  the pub lic  holds its m oney ba lances. If the 
pub lic  w ithd ra w s  large a m oun ts  of cash  f rom  the 
banks, as w e  have seen, the Federal Reserve  wil l 
have to pum p in an equal am oun t of reserves 
s im p ly  to avo id  pu tt ing  upw ard  p ressure  on in te r
est rates that cou ld  lead to a dec line  in the m oney 
stock. W hile  Fed in f luence  ove r the m oney s tock  
is l im ited  in a w ee k  or a month, the Fed does 
have a reasonab le  p rospec t of ach iev ing  des ired  
g row th  in m oney over a period of m onths.

The app rop r ia te  g row th  ra te  fo r m oney depends 
on the  rate at w h ich  the m oney s tock  is used— its 
rate of tu rnove r or ve loc ity . The Federal R eserve 's  
s trong in f luence over reserves  and short- te rm  
in te res t rates are not the  only fa c to rs  at w ork . The 
p ub l ic 's  des ire  fo r cash and ins t itu tiona l a r ra n g e 
m ents  fo r handling m oney  paym en ts  are  large ly

outs ide  the F ed 's  short-run in f luence. M oneta ry  
po licym ak ing  invo lves con tinua l rev iew  of goa ls  
and the opera t ions  being used to pursue  them.

Policy in context
In the m id-1960 's , A m e r ica  w as  riding the c re s t of 
a lengthy e c o n o m ic  expans ion. C on f idence  w as 
h igh that p o l icym ake rs  cou ld  m anage  eco n o m ic  
g row th  w ithou t sus ta ined  u n e m p loym en t or e s c a 
lating prices. But, w ith in  ten years, m ost of the 
industr ia l w o r ld  w as  su ffe r ing  from  b o th— and at 
the sam e time.

What went wrong?
U.S. en try  into the V ie tnam  c o n f l ic t  in m id-1965 
im posed heavy new dem ands  on an eco n o m y  
a lready  g row ing  about as fast as it cou ld  w ithou t 
gene ra t ing  inflation. But the G ove rnm en t chose  
not to inc rease  taxes s ign i f ican t ly  or cu t back  on 
new ly  launched  soc ia l p rogram s. B udget ou tlays 
rose 50 pe rcen t over the next th ree  years  w ith  
m il i ta ry  spend ing  accoun t ing  for half the increase. 
The annual Federal de f ic i t  rose f ro m  $ 1 .6 bil l ion 
to $25.2 bil l ion.

M one ta ry  po licy  w as  fo rced  to try to keep total 
dem and  f rom  ou ts tr ipp ing  p roduc t ive  capac ity . In
1966, the Federal Reserve sought to restra in  bank 
reserve g row th  in o rder to hold back  pr iva te  
spend ing and re lease the goods and serv ices  
be ing taken by the G overnm ent. By late sum m er, 
as the eco n o m y  raced ahead, the resu ltan t c o m 
peti t ion  fo r funds by G overnm ent, bus iness and
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c o n su m e rs  drove  in te res t rates to levels not seen 
fo r over 40 years. Thri ft  ins t itu t ions lost depos its  
as savers  sw itche d  to the h igher rates being paid 
by m a rke tab le  secu r i t ie s  and by co m m e rc ia l  
banks on small CDs at that time. Then th r if ts  w ere  
fo rced  to cu t m or tgage  lending, and housing 
s tarts  p lu m m e te d .  Industria l p roduc t ion  began 
d ipp ing by the end of 1966, bu t s teep ly  rising 
im ports  and inf la t ion show ed  that m one ta ry  po licy  
h ad n ’t co m pensa ted  fo r the lack of f isca l restra int.

O nce  the eco n o m y  began s low ing  in the fa ll of
1966, the Federal Reserve reversed po licy  d ire c 
tion. Open m arke t opera t ions  pum ped  in bank 
reserves to revive housing and avo id  a cum u la t ive  
dec line  in e co n o m ic  activ ity . In te rest rates fell, 
bank c re d i t  and the m oney supp ly  rose, and in
1967, the e co n o m y  resum ed its advance.

The A dm in is tra t ion  ca lled  fo r a broad tax increase  
to b lun t the in f la t ionary  th rus t of ris ing Federal 
e xpend itu res  and to restore ba lanced  eco n o m ic  
g row th . C ongress iona l d iscuss ion  of the  tax pro
posal, however, d ragged  on w h i le  ano the r boom  
ga the red  steam . U ne m p lo ym e n t d ropped  to 3 1/2 
pe rcen t, w ages  and prices  con tinued  going up, 
and the fo re ign  trade  ba lance  w orsened . To make 
m a tte rs  w orse , the in te rna t iona l m one ta ry  sys tem  
expe r ienced  a severe  cris is , sparked  by the deva l
uation of s te r ling  in the au tum n of 1967.

The Federal Reserve once  m ore  m oved  aga inst 
excess  dem and, and in te rest rates rose (Chart IV).

By 1968, passage of a tax increase, coup led  w ith  
a Federa l spend ing cut, tem p o ra r i ly  re l ieved fears  
of inf la t ion at hom e and sti l led ta lk tha t the  do lla r 
m igh t have to be devalued.

Inflation gathers momentum
The in f la t ionary  m om en tu m  built  up in th ree  years  
p roved d if f icu lt  to check . Increased  m one ta ry  
s t im u lus  on the heels of the 1968 tax increase  
proved to be a m istake, w h ich  added to upw ard  
pressures  on prices. During  1969, m o n e ta ry  po l
icy sh if ted  p rog ress ive ly  tow ard  restra int. In te rest 
rates m oved  to sti l l h igher levels, re f lec t ing  both a 
s low ing  in m oney  supp ly  and bank c re d it  g row th , 
and an " in f la t io n  p re m iu m ”  lenders  needed to 
p ro te c t aga ins t the low er pu rchas ing  pow er 
e xpec ted  w he n  funds w ere  repaid.

The Federa l R eserve 's  b raking ac t ion  took hold in 
1970 and industr ia l p roduc t ion  s l ipped th roughou t 
the year (Chart V). As u n e m p loym en t rose 
tow ard  6 pe rcen t, the Federal Reserve sh if ted  
once aga in  to a po licy  of m one ta ry  st im u la t ion . 
Prices, however, con tinued  to rise as labor won 
w age  se tt lem en ts  tha t m ore  than m ade up for 
past inc reases  in l iving costs. The recove ry  
rem ained  s lugg ish th rough  mid-1971 but p r ice  
in f la t ion pers is ted .

In 1970 and 1971, the Federal Reserve  pursued 
an expans ive  po licy  to p rom o te  recovery , and it 
con t inued  to fos te r  expans ion  in 1972 and 1973. It

u nde res t im a ted  the s treng th  of in f la t ionary  
dem ands  bu ild ing  up in the w or ld  econom y.
Fiscal po l icy  a lso  rem ained  s trong ly  s t im u la t ive . 
Federal G ove rn m e n t ou tlays exceeded  tax 
rece ip ts  by $38 b il l ion  in fisca l 1972 and 1973, 
w hen  the eco n o m y  w as  a lready m oving  ahead.

M one ta ry  po licy  sh if ted increas ing ly  tow ard  
restra in t in 1973 and 1974. Surging c red it  
dem ands, feed ing  w ha t w as  now an in f la t ionary  
boom, pushed in te rest ra tes h igher and higher.
The pr im e lending rate of co m m e rc ia l  banks 
reached  12 pe rcen t in the su m m er of 1974.

C onsum ers  reac ted  to soaring in te res t rates and a 
12 p e rcen t rise in p r ices  in 1974 by reduc ing  the ir 
spend ing  and adding to savings. The sharp  rise in 
oil p r ices  of N ovem ber 1973 a lso cu t into co n 
sum ers ' ab il ity  to  spend on o ther p roducts . Fa lte r
ing c o n su m e r dem and  began to p roduce  back logs  
of unso ld  m e rchand ise  and unused raw m ateria ls . 
B us inesses sharp ly  reduced  cu rren t ou tpu t to 
w ork  o ff these  sw o llen  inventories, p roduc ing  
the w o rs t  recess ion  of the post-W W  II period 
(Chart V). By spring  1975, the unem p loym en t 
rate had soared to 9 percen t. Abroad, the 
m a la ise  of h igh u n e m p loym en t and rising p r ices  
w as spread ing  to m ost industr ia l coun tr ies , lead
ing in som e to soc ia l unres t and po li t ica l turm oil.

The in f la t ion of 1974 genera ted  broad  pub lic  
support fo r po lic ies  of e c o n o m ic  restra int. People 
appeared  chas tened  by in f la t ion 's  in roads on real



1 1 1 1 . 1 I I I  I

Chart V
Industrial Production, 
Money Supply 
and Time Deposits
Note: Dark a reas in 
upper cha rt  mark 
bus iness cyc le  con trac t ions  

- - I n d u s t r i a l  p roduct ion  (1967 =  100)

■  Change in m oney  supply (M,) 
□  Change in money supply plus 

t ime deposits  (M 2)

THE INTERNATIONAL CONNECTION
The rum blings  of in te rna tiona l f inanc ia l c r is is  
began exe rt ing  a pervas ive  in f luence on the 
U.S. e co n o m y  in the early  1970 ’s.

The in te rna t iona l m one ta ry  system  that 
deve loped  a fte r W orld  W ar II re lied on U.S. 
do llars as the main sou rce  of w or ld  l iquidity. 
Fore ign g ove rnm en ts  bu ilt up do lla r ho ld ings in 
the 19 5 0 ’s and 19 6 0 ’s. P ro tec ted  by th is buffer, 
coun tr ies  d ism an tled  trade barr ie rs  and 
c o m m e rc e  f lourished. But an im portan t w e a k 
ness be ca m e  increas ing ly  v is ib le in the 19 6 0 ’s. 

A  key support  w as the United  States p ledge to 
redeem do lla rs  held by fo re ign  cen tra l banks 
and gove rnm en ts  in gold at a fixed p r ice  of $35 
an ounce. F rom  the end of W W II, w hen  the 
U.S. go ld  s tock  s tood at $25 bil l ion, to  1969, 
the U.S. paid out $13 bil l ion of gold. The $12 
bil l ion rem ain ing  w as  no m atch  fo r the $16 
bil l ion of do lla r reserves in centra l banks and 
the $28 b il l ion in p r iva te  hands abroad. As early 
as 1960, ris ing do lla r ba lances  began unde r
m in ing fa ith  in the U.S. pledge. In the late 
1960 's, in f la t ion w eakened  this c o u n try ’s 
co m pe t it ive  posit ion, fu r the r e rod ing  con fidence .

The Federa l Reserve pum ped reserves into 
banks to  s t im u la te  the eco n o m y  in 1970. As 
U.S. in te res t rates dec lined, p r ivate  funds

invested here re tu rned to overseas  m arkets. 
U.S. banks a lso expanded  lending abroad. 
Centra l banks o ffe red  the ir  cu rrenc ies  for 
do lla rs  to keep the ir exchange  rates from  rising 
aga inst the dollar. O ff ic ia l  fo re ign  do llar 
ho ld ings rose by $8 b il l ion  dur ing  1970, even 
though U.S. cu rren t c o m m erc ia l  transac tions  
w ith  o thers  w ere  a lm os t ba lanced.

As the U.S. eco n o m y  recovered  in 1971, 
dem ands  fo r goods rose rapidly, boosting 
im ports  and expand ing  fo re ign  do lla r holdings. 
At the sam e time, A m e r ica n  bus inesses began 
sh if t ing funds to fo re ign  opera tions, hedging 
aga inst a poss ib le  do lla r deva lua t ion  that w ou ld  
boost the do lla r cos t of fo re ign  cu rrenc ies . 
Fore ign cen tra l bank do lla r pu rchases  rose 
sharply, and several banks began p ro tec t ive ly  
tender ing  hold ings for gold. Large ly as a result, 
in A ugust 1971, the U.S. s topped se ll ing gold. 
In te rna tiona l m oney m arkets  en tered a period 
of g reat unce rta in ty  and w ide ly  f luc tua t ing  
fo re ign  exchange  rates. The Sm ithson ian  
ag reem en t in D ece m b e r  1971 a llow ed a 10 
p e rcen t do lla r deva lua t ion  aga ins t gold. But 
a fte r fu r the r  tu rbu lence  the do lla r began 
floating against other currencies in M arch 1973.

C entra l banks w ere  uncerta in  abou t how  to 
opera te  in the new env ironm ent. If they d idn 't

buy do lla rs  w ith  the ir ow n c u rre n cy  w hen  the 
do lla r w as weak, the d o l la r ’s dec lin ing  va lue 
w ou ld  adverse ly  a f fe c t  the ir com pe t it ive  
posit ions. H ow ever, buying do lla rs  w ou ld  add 
reserves to do m e s t ic  banking sys tem s and risk 
o ve rs t im u la t ing  the ir  econom ies.

In the end, cen tra l banks m ain ly  con tinued  
buying dollars. The annual g row th  of w or ld  
reserves, w h ich  averaged  2.7 p e rcen t from  
1950 to 1969, averaged  a lm ost 30 pe rcen t 
annua lly  in 1970 and 1971 and 17 p e rcen t from  
1972 to 1974 .*  Not surpris ing ly , th is excess ive  
g row th  w as  fo l lowed, w ith  a lag, by rapid 
g row th  in the m oney supplies of m any 
coun tr ies , m arked ly  h igher p r ices  fo r in te r
na tiona lly  t raded goods, and a lagged e ffec t on 
con su m e r p r ices  in nearly  every  country.

W orld  con su m e r prices, w h ich  rose about 4 
p e rcen t annua lly  on average  from  1950 to 
1969, rose 15 pe rcen t in 1974. The rise in 
p r ices  resu lted  part ly  f rom  adverse  ag r icu ltu ra l  
cond it ions  and part ly  from  the quad rup l ing  of 
oil p r ices  in late 1973. But tha t sc ra m b le  for 
co m m od it ie s  c a n ’ t be sepa ra ted  f rom  the 
a cce le ra te d  g row th  in w or ld  reserves or the 
expans ive  po lic ies  of m any nations in prior years.

*H. R obert  He lle r,  " In te rn a t io n a l  Reserves  and W or ld -W ide  In f la t ion , "  

IM F  Sta f f  Papers,  Vo lum e  23, pp. 61-87.



incom e  and prof its . There  w as  increas ing  vo te r 
res is tance  to new  or expanded  spend ing  
p rogram s. P o licym akers  w ere  anxious to turn the 
e co n o m y  a round  w ithou t m one ta ry  and fisca l 
ove rs t im u la t ion  that m igh t pe rpe tua te  doub le  dig it 
inflation.

Late in the s u m m er of 1974, the Federa l Reserve 
began sh if t ing  from  res tra in t to m odera te  ease. 
Open m arke t ope ra t ions  supp lied  reserves to 
the banking sys tem  to spur m one ta ry  g row th. 
Cont inued s trong Federal spend ing  he lped susta in  
consum er incom e  and spending. But cons ide rab le  
pub lic  unease w as ev iden t over the $112 bil l ion 
Federal d e f ic i t  in f isca l 1975 and 1976 com b ined .

The e co n o m y  tu rned a round rapid ly in early  1975 
a fte r bus iness  inventories  had been w orked  down. 
But the recove ry  s tre tched  out w ith  bus inessm en 
spend ing  cautious ly . W hile  em p lo ym e n t rose 
strongly, unusua lly  rapid g row th  in the labor fo rce  
kept the unem p loym en t rate from  fa ll ing m uch  
be low  7 p e rce n t  dur ing  the f irs t tw o  and half years 
of the recovery . In f la t ion re trea ted  to an annual 
range of 5 to 6 percen t, but no lower, as labor 
barga ined  to p ro te c t real w ages  and bus inessm en 
sought to restore p ro f it  m arg ins  to p re-in fla tion 
levels. Still, the so lid ity  of the e c o n o m ic  advance  
ra ised hopes tha t w ith  good m a n agem en t it cou ld  
con t inue  w itho u t p r ices  sp ira ling upw ard  again.

Abroad, the e c o n o m ic  recove ry  in o ther industr ia l 
coun tr ies  lagged behind that in the U.S. w h i le

g row th  in the deve lop ing  and oil p roduc ing  c o u n 
tr ies continued . N early  eve ryw here  the re  w as 
recogn it ion  tha t inf la t ion had to be kept under 
con tro l if the w or ld  econom y  w ere  to ach ieve  sus 
ta ined grow th.

The e c o n o m ic  expe r iences  of the past dozen 
years  have b rough t hom e tw o  painfu l lessons. 
First, excess ive  m one ta ry  g row th  sp il ls  over into 
h igher prices. Oil and ag r icu ltu ra l p r ice  increases 
a lone ca n n o t exp la in  the recen t infla tion. Second, 
res tra in ing  m one ta ry  g row th  is d if f icu lt  w hen  Fed
eral spend ing  cons is ten t ly  ou ts tr ips  tax rece ip ts  
by s izab le  margins.

The Federal Reserve has focused  inc reas ing ly  in 
the 1970 's  on sett ing forth  g row th  rates in several 
m one ta ry  m easures  as its jud g m e n t of w ha t is 
a pp rop r ia te  fo r the national econom y. And it has 
begun low ering  these g row th  rates to show  its 
des ire  to reduce  the infla tion rate. H ow  to move 
back tow ard  fu l le r  use of ava ilab le  m a n pow er 
w ithou t se tt ing  o ff ano the r in f la t ionary  burs t is a 
prob lem  likely to  bedevil po licym ake rs  fo r som e 
years. The va lid ity  of the S y s te m ’s a p p ro a ch —  
and the resolve of m one ta ry  and f isca l p o l ic y 
m a ke rs— rem ains  to be tested w he n e ve r  a strong 
surge in e c o n o m ic  ac t iv ity  again ca lls  fo r restra int.

FORMING MONETARY POLICY
The Board  of G overnors  of the Federal Reserve 
System  and the 12 Reserve Banks share  in

the fo rm u la t ion  of the  n a t io n ’s m one ta ry  policy. 
The Board  sets reserve requ irem ents , that is, the 
proport ion  of depos its  m e m be r banks m ust hold 
as reserves. D irec to rs  of the Reserve Banks in iti 
a te changes  in the d iscoun t rate, sub jec t to 
rev iew  and de te rm ina t ion  by the Board of G ove r
nors. The Reserve Banks adm in is te r  lending o pe r
a t ions— tha t is, pass on m e m be r bank a p p l ica 
t ions fo r loans, w h ich  usually  canno t exceed  15 
days.

The Federal Open M arke t C om m ittee , com posed  
of seven Board m em bers  and five of the 12 
Reserve Bank presidents, d irec ts  open m arket 
opera tions. The Federal Open M arket C om m ittee , 
or FOMC as it is known, m eets  once  each m onth  
in W ash ing ton . FOMC m ee tings  prov ide  the foca l 
po in t fo r Federal Reserve assessm en t of the 
e c o n o m y ’s p e r fo rm ance  and dec is ions  on w ha t 
open m arke t po licy  should  be. There  is often d is 
cuss ion  as well of the use of reserve requ ire 
ments  and the d iscoun t rate, a lthough the FOMC 
has no respons ib il ity  for these tools.

The FOMC organization
The FOMC deve loped  from  an in fo rm al invest
m ent co m m it te e  set up by the Reserve Banks in 
the early  1920 's  and w as  g iven its p resent legal 
s truc tu re  and pow ers  in 1935. The President of 
the Federal Reserve Bank of N ew  York  by law 
serves as a con tinu ing  m e m be r of the FOMC 
w h i le  the  p res iden ts  of four of the 11 other



Reserve Banks serve  one-year te rm s  in rotation. 
Trad it iona lly , the FOMC has se lec ted  as its C ha ir 
man, the C ha irm an  of the Board of G overnors , 
and as its V ice C ha irm an, the Pres ident of the 
Federal Reserve Bank of N ew  York. In p rac t ice , 
each Reserve Bank president, or a lte rna te , a ttends 
every m eeting  of the C om m ittee  and pa rt ic ipa tes  
fu l ly  in its d iscuss ions , even if he is not cu rren t ly  
a voting m e m be r of the  FOMC.

Under the F O M C ’s d irect ion , the Federal Reserve 
Bank of N ew  York buys and sells secu r i t ie s  for 
the a c c o u n t of all Reserve Banks. The 12 
Reserve Banks pa rt ic ipa te  in the System  Open 
M arket A ccoun t,  w h ich  held $102 bil l ion in G ov 
e rnm en t and Federal agency  secu r i t ies  in early
1978. Annua lly , the FOMC cu s tom ar i ly  appo in ts  a 
sen ior o f f ice r  of the N ew  Y ork Reserve Bank as 
the M anager of the System  Open M arke t A ccoun t.  
The M anager of the A ccoun t, cu rren t ly  an ex
ecu tive  v ice  p res iden t of the N ew  Y ork  Bank, 
oversees S ys tem  opera t ions  in both the dom es t ic  
secur it ies  and fore ign exchange  m arkets . He and 
the D epu ty  M anager of the Open M arket A ccoun t,  
a sen io r v ice  president, a ttend each  m eet ing  of 
the FOMC, report on open m arket opera t ions, and 
rece ive ins truc t ions . Under the d irec t superv is ion  
of the D epu ty  Manager, the secu r i t ies  d e p a rtm en t 
ca rr ies  ou t System  operations. It a lso execu tes  
secur it ies  transac tions  on beha lf of the U nited 
States Treasury, fo re ign  centra l banks and off ic ia l  
inst itu tions, and in te rna t iona l o rgan iza tions.

B e tw een m ee tings  of the FOMC, m em bers  of the 
C om m ittee  as well as nonvoting  Reserve Bank 
p res idents  eva lua te  business, cred it, and in te rna 
tional deve lopm ents , fo l low  the  im pac t of open 
m arke t opera t ions, and deve lop  the ir v iew s on the 
fu tu re  cou rse  of m one ta ry  policy. E conom is ts  in 
the research d e p a rtm en ts  of the  Board and the 
Federal Reserve Banks prov ide  a s tream  of 
reports  on bus iness and f inanc ia l t rends to the ir 
p r inc ipa ls . The Federal Reserve Bank of New 
York  reports  da ily  and w eek ly  on Federal Reserve 
opera t ions  and on the money, G ove rnm en t secu r i 
ties, and fo re ign  exchange  m arkets . Reserve Bank 
p res idents  a lso gain ins ights into bus iness trends 
from  m eetings  of each B ank 's  board  of d irec to rs , 
w h ich  is com posed  of n ine m em bers  d raw n  from 
banking, business, ag r icu ltu re  and o ther sec to rs  
of socie ty. B efore  each  m eeting  of the FOMC, 
each p res iden t and Board m e m be r cu s tom ar i ly  
m eets  w ith  sta ff a ides to rev iew  the s ta te  of the 
eco n o m y  and to d iscuss  the m ost app ropr ia te  
course  fo r m one ta ry  po licy  to fo l low.

The FOMC meeting
By the t im e the m em bers  of the  C om m ittee  a sse m 
ble in W ash ing ton , they  are well p repared  to de lib 
erate. Each has in hand reports  from  the B o a rd ’s 
sta ff on past and p rospec t ive  eco n o m ic  and f in a n 
cial deve lopm ents , both dom es t ic  and in te rna t ion 
al. Also, each has s tud ied  d ra f ts  of a lte rna t ive  
po licy  d irec t ives , w h ich  m igh t be used to govern

open m arke t ope ra t ions  until the C om m it tee  next 
meets. Each a lte rna t ive  p repared  by the B o a rd ’s 
s ta ff  inc ludes annual g row th  of the  m oneta ry  
agg rega tes  be lieved cons is ten t w ith  FOMC e co 
nom ic  ob jec t ives . It a lso inc ludes ranges for M,, 
M 2, and the Federal funds rate over the near term.

At the m eeting , the C om m it tee  f irs t hears reports  
on the  fo re ign  exchange  m arke t and takes act ion  
as necessa ry  in connec t ion  w ith  its fo re ign 
exchange  opera t ions. The C om m ittee  then cons id 
ers the outlook fo r the dom e s t ic  econom y.

O nce  a quarte r, sen io r m em bers  of the B o a rd ’s 
s ta f f  p resen t de ta i led  p ro jec t ions  of the likely 
behav io r  of the e co n o m y  over the next year or so, 
assum ing  a con tinua tion  of g row th  in the m one 
tary agg rega tes  at the rate adop ted  in the p rev i
ous quarte r. The s ta f f is a lso p repared  to g ive its 
v iew s on the im pac t tha t h igher or low er m one ta ry  
g row th  ra tes w ou ld  have on e c o n o m ic  grow th , 
em p lo ym e n t and prices. A fte r  a full d iscuss ion  
am ong FOMC m em bers  and o ther a ttend ing  p res i
dents, the FOMC adopts  ranges of des ired  g row th  
fo r va r ious  m oneta ry  m easures  over the year 
beg inn ing  in the qua rte r  jus t past. In Ju ly  1977, for 
exam ple , the C om m ittee  set ranges of 4 to 6 V2 
p e rcen t g row th  fo r M, in the yea r end ing  in the 
second  q u a rte r  of 1978 and 7 to 9 V2 p e rcen t for 
M 2. (The C ha irm an  of the FOMC d iscusses  these 
ranges and the e co n o m ic  ou tlook  w ith  the banking 
c o m m it te e s  of the C ongress  in the qua rte r ly



m eetings  they  em p loy  fo r overs igh t of m one ta ry  
policy.)

At each  m onth ly  m eeting , the B oa rd 's  s ta f f  reports  
on e c o n o m ic  and f inanc ia l deve lopm en ts  and 
the ir  e f fe c t  on the long-te rm  outlook. The p r in c i 
pals then d iscuss  the situation. Therea fte r, a t ten 
tion sh if ts  to the p rac t ica l  p rob lem s of ach iev ing  
the g row th  in m oney  sought by the C om m ittee .
The D eputy  M anage r of the System  Open M arket 
A c c o u n t reports  on dom es t ic  open m arke t ope ra 
tions and deve lopm en ts  in the f inanc ia l m arke ts  
s ince  the last m eeting . A  sen ior Board  s ta ff  m e m 
ber co m m e n ts  on the m one ta ry  re la tionsh ips 
assoc ia ted  w ith  the a lte rna t ive  d irec t ives  given 
the C om m ittee .

Each of the  p r inc ipa ls  a ttend ing  g ives his v iew s 
on the p roposed  a lte rna t ive  d irec t ives  and on the 
m anner in w h ich  open m arke t ope ra t ions  ough t to 
be ca rr ied  out. The C ha irm an  sets fo r th  the main 
th rus t of the d iscuss ion  and puts be fo re  the m e e t
ing fo r final d iscuss ion  and vote the d irec t ive  that 
best em bod ies  the C om m it tee 's  intent. The 
F O M C 's  d irec t ive  p rov ides the M anager of the 
System  A c c o u n t w ith  the broad ob jec t ives  of open 
m arke t opera t ions. In add it ion, it typ ica lly  es tab 
lishes the initial ob jec t ive  fo r  the Federal funds rate 
and the range w ith in  w h ich  it is to va ry  be tw een  
m eetings. For exam ple , if M, and M 2 g row th  turn 
out to  be s trong re la tive to the ir ranges fo r a two- 
m onth  period, the M anager is ins truc ted  to hold

back in p rov id ing  reserves so that the Federal 
funds rate rises w ith in  its range. The inc rease  in 
the Federa l funds rate is expec ted  to w ork  to 
choke  off an undes ired  g row th  in d e p o s its .1

MANAGING THE ACCOUNT
A fte r each  FOMC m eeting  the M anager of the 
System  Open M arket A cco u n t re turns to N ew  
York w ith  the respons ib il ity  fo r m anag ing  op e ra 
tions until the next meeting. In ca rry ing  ou t the 
F O M C ’s ins truc t ions , he presides over an e labo 
rate m e chan ism  for assess ing  the p ressures  on 
bank reserves and the f inanc ia l m arkets.

The M anager looks to the Federal funds m a rke t to 
gauge the genera l ava ilab il i ty  of nonborrow ed  
reserves in the bank ing  sys tem  in re lation to 
m e m be r  bank reserve requ irem ents . The Federa l 
funds rate typ ica lly  com es  under upw ard  p ressure  
w heneve r nonborrow ed  reserves fall s ign i f ican t ly  
short of requ irem ents , s ince  som e m e m be r banks 
w ill bid up the rate rather than bo rrow  at the 
Federal Reserve d iscoun t w indow . The rate 
typ ica lly  fa l ls  w hen  reserves exceed  requ irem en ts  
by s izab le  am ounts . The M anager finds ano the r 
c lue  in the da ily  conve rsa t ions  s ta f f  m em bers

'See Alan R. Holmes, Peter D. S tern light, John S. Hill, and 
C hris topher J. McCurdy, "T he  Im p lem entation of M oneta ry  
Policy in 1 9 76 ,"  Federal Reserve Bank of New York, Q uarte r ly  
Review, Spring 1977, pp. 37-49.

have w ith  nonbank dea le rs  in G ove rnm en t secu r i 
t ies con ce rn in g  the ir  success  in f inanc ing  hold
ings w ith  short- te rm  loans. These ind ica to rs  help 
the M anage r judge  the ex ten t to w h ic h  m em ber 
banks are  like ly to bo rrow  from  Reserve Banks 
and w he th e r  p ressures  seem  likely to be greater, 
or less, than intended.

The M anager w a tch e s  deve lopm en ts  in the 
m arket fo r T reasury  bil ls, co m m e rc ia l  paper, 
b a n ke rs ’ acce p ta n ce s , and CDs w here  investors 
m ay be exchang ing  cash fo r secu r i t ie s  or se cu r i 
t ies fo r cash. The m arke t fo r longer te rm  se cu r i 
t ies is a lso of in te res t because  the sm ooth  f low  of 
cap ita l into inves tm en t uses is essentia l to  the 
e c o n o m y ’s g row th . The o rder ly  sale of secur i t ies  
from  co rpo ra t ions  and gove rnm en ta l units to 
investors  depends on the re liable ava ilab il i ty  of 
short- te rm  c red it  to  inves tm en t bankers  and o ther 
secu r i t ies  dea le rs  on reasonab ly  stab le  terms.
Like the G ove rnm en t secu r i t ies  dea lers, they 
depend on bo rrow ed  m oney to f inance  the ir inven
to r ies  of sa lab le  securit ies .

The M anage r m ust a lw ays  be a le r t to  the in te ra c 
tion be tw een  the  short- and long-term  c red it m a r
kets s ince  the e ffec ts  of m one ta ry  po licy  typ ica lly  
fan out f rom  the short- te rm  m arket to the long 
te rm  m arket. He a lso keeps in fo rm ed  about the 
exten t to w h ic h  c red i t  is being used in the m arket 
for co rpo ra te  stocks, an ac t iv ity  sub jec t to  the 
Federal Reserve B o a rd ’s m arg in  regulations.
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Chart VI
Profile and Selected 
Money and Capital 
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‘ Not guaran teed by 
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THE ENVIRONMENT
The m oney m arke t is the natural po in t of 
co n ta c t  be tw een the Federal Reserve and the 
e c o n o m y ’s f inanc ia l sectors. A national m arket 
fo r m oney and m oney substitu tes, such  as 
T reasury  bil ls and o ther short-te rm  ob ligations, 
p rov ides our com p lex  econom y  w ith  a means 
of econom iz ing  its use of m oney (Charts VI & VII) 
Thousands of businesses, financial corporations 
and gove rnm en ta l units m in im ize  the ir cash 
ba lances by re ly ing on these short-te rm , 
in te rest-earn ing  assets, w h ich  can read ily  be 
conve rted  into cash w ith  l ittle risk of loss. 
Corpora tions, for exam ple , find T reasury  bil ls 
an a tt rac t ive  inves tm ent for funds not 
im m ed ia te ly  required fo r tax pavm ents, 
d iv idends or o ther uses. In part because  of this, 
the T reasury  can usually  sell sho rt- te rm  ob liga 
t ions at a low er in terest cos t than a longer te rm  
issue w ou ld  require. Banks, f inance  com pan ies , 
and o ther bus inesses a lso find the m arke t a 
conven ien t p la c e to  borrow .

C om m erc ia l  banks are the heart of the m oney 
market. The ba lances  on their books and the 
books of Reserve Banks are its l ifeblood. Banks 
turn to the m oney m arket to bo rrow  or lend 
funds ove rn igh t (pu rchase  or sell Federal 
funds). They use it w hen  they buy T reasu ry  bil ls

and ba n ke rs ’ a cce p ta n ce s  as they s trugg le  to 
keep fu l ly invested. They use it d if fe ren tly  w hen  
they sell the ir  own CDs or o ther assets  to m eet 
new  and p ress ing  cu s to m e r c red it  dem ands.

The large m oney m arke t banks are as 
im portan t to the m oney m arke t as it is to them. 
They supp ly  m uch  of the c red it  that enables 
nonbank dea le rs  in m oney m arke t paper to buy 
and hold an inventory. W hen co rpo ra t ions  and 
o thers  w ho  lend to dea le rs  cu t  back on lending, 
the m oney m arke t banks fill the c red it  gap. 
These b a n ks ’ reserve pos it ions and the m oney 
m arke t a re  l ikely to bear the b runt of f inanc ia l 
p ressures  e lsew here  in the econom y.

Open m arket opera t ions  cen te r  in the G ove rn 
ment and Federal agency  secu r i t ies  market. 
Abou t $420 bil l ion of m arke tab le  bills, notes, 
and bonds of the U.S. G ove rnm en t are the 
s tock- in -trade of this m arket. They range in 
m a tu r ity  from  T reasury  bil ls fa l ling due every 
Thursday to the bonds m atu r ing  in 2007. The 
rem ain ing  $230 bil l ion or so of the national debt 
co ns is ts  of nonm arke tab le  issues, such as 
sav ings bonds and spec ia l secur i t ies  issued to 
gove rnm en ta l  trus t funds and fo re ign o ff ic ia l 
accoun ts .

The vo lum e  of transac tions  in th is "ove r- the -

te lephone  m a rk e t ”  is huge. In 1977, vo lum e 
averaged  about $11 bil l ion da ily  at face  value, 
abou t 18 t im es the da ily  do lla r vo lum e of 
trad ing on the N ew  York S tock Exchange. 
G ove rnm en t secu r i t ies  trad ing is heaviest in 
the $155 bil l ion of T reasury  bil ls  that m atu re  
w ith in  one year, but trad ing is a lso ve ry  act ive  
in notes and in agency  securit ies .

P rim ary dea lers  in gove rnm en t and agency  
secur i t ies  are p repared to buy these secu r i t ies  
from  cu s tom ers  for inven to ry  and sell from  their 
own hold ings. As noted earl ier, nonbank dea lers  
p ledge these hold ings as co l la te ra l for loans. 
Natura lly , they try to bo rrow  at a lower rate 
than that earned on the ir hold ings. D ea lers  a lso 
derive incom e  from  the spread be tw een  pur
chase  and sale prices. Spreads be tw een  bid 
and asked prices  typ ica lly  a m oun t to $50 for $1 
m ill ion  of T reasury  bil ls m a tu r ing  in three 
m onths  and m ore  fo r longer m aturit ies . D ealers 
a lso have trad ing pro f its  or losses, w h ich  re f lec t 
the ir ab il ity  to  an t ic ipa te  m arke t trends su ff i 
c ien t ly  to buy low and sell high. C om pe tit ion  
is keen am ong the th ree dozen dea le rs  in this 
m arket. Several hundred of the ir bank and 
o ther cu s tom ers  are ac t ive  traders, but they do 
not deal on e ither side of the m arke t in re
sponse to o thers  as dea le rs  do.
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Debt outs tand ing , December 1977

Tools of the trade
The N ew  Y ork F e d ’s trad ing  desk on the e ighth 
f loor c lose ly  fo l low s deve lopm en ts  in each  of the 
in te rre la ted  m oney and cap ita l m arkets . Tw o  or 
th ree  Federal Reserve traders  con t inuous ly  check  
p r ices  and d e a le rs ’ op in ions of m arke t trends. 
O thers  m ay  execu te  buy and sell o rders  fo r fo r 
e ign accoun ts .  C onstan t m on ito r ing  assures  that 
the quo ta t ions  rece ived are represen ta t ive  of the 
trad ing  going on in the market.

The B ank 's  research depa rtm en t g ives the M an 
ager da ily  reports  on the reserve pos it ions of 
large m e m be r  banks in N ew  York City, in o ther 
f inanc ia l cen te rs  and in the coun try  at large.
O ther reports  record  the secu r it ies  ho ld ings and 
transac t ions  of G ove rnm en t secu r it ies  dealers. A 
spec ia l s ta f f  p repares  da ily  s ta tem en ts  of the past 
and p ro jec ted  behav io r of all fac to rs  a ffec t ing  
m e m be r  bank rese rves— inc lud ing  c u rre n cy  in 
c ircu la t ion , float, and T reasury  operat ions.

W hen the M anager reaches a dec is ion  on w ha t is 
to be done on a given day, he has severa l m eans 
of supp ly ing  or absorb ing  reserves. He m ay  m ake 
an ou tr igh t pu rchase  or sale d irec t ly  th rough  the 

’go -a ro u n d "  of the m arke t desc r ibed  in the open 
ing pages. On in frequen t occas ions , he m ay a c 
cep t com pe t it ive ly  p r iced  b ids for, or o ffe r ings  of, 
secu r it ies  m ade by dea lers  on the ir  in it ia tive. A 

‘c a s h ”  de l ive ry  t ransac t ion  invo lves de l ive ry  and 
paym en t the sam e day. A " re g u la r "  de live ry

transac tion  invo lves de live ry  and paym en t on the 
fo l low ing  bus iness day.

The Federal Reserve a lso supp lies  reserves by 
making repu rchase  ag reem en ts  w ith  dea le rs  in 
U nited States G ove rnm en t and Federal agency  
secu r i t ies  or in bankers ' accep tances . In a repur
chase  ag reem ent, the Reserve Bank purchases  
secu r it ies  from  a dealer, w ho  agrees to repur
chase  the sam e secu r it ies  at the orig ina l p r ice  
plus in te rest at a co m p e t it ive ly  de te rm ined  rate 
w ith in  an agreed  per iod  of up to 15 days. Repur
chase  ag reem en ts  are m ade on ly at the Fed 's  
initiative. The co n tra c ts  m ay e ither bind the 
part ies  for a spec if ied  t im e or a l low  e ither to 
te rm ina te  the a g reem en t be fore  maturity . In a 
repu rchase  ag reem ent, the Fed pays out money, 
and supp lies  reserves, on the day of the purchase. 
W hen the dea le r repurchases the securit ies , his 
paym ents  are cha rged  to his bank 's  reserve 
accoun t, w ithd raw ing  reserves from  the System.

Sim ilarly , the Federal Reserve can  absorb 
reserves tem p o ra r i ly  th rough m a tched  sale- 
pu rchase  transactions . These transac tions  involve 
sell ing T reasury  bil ls fo r cash, and s im u ltaneous ly  
pu rchas ing  the sam e issue of bil ls fo r rede livery  
one or m ore  days later at com pe t it ive  rates. Both 
this techn ique  and the repurchase  ag reem en t 
enab le  the A c c o u n t  M anager to a f fec t reserves in 
large vo lum e  w ith  lit tle, if any, im pac t on T reasury  
bill rates.

The Federal Reserve has a specia l opportun ity  
each w eek  to w ithd ra w  reserves by a llow ing  some 
port ion of its ho ld ings of m atur ing  T reasury  bil ls to 
run off a t m aturity . (As a m atte r of p rac t ice , the 
System  d o e sn 't  bid fo r m ore  bil ls at the  w eek ly  
auc tion  than it holds of m atu r ing  bills.) Each M on
day, the T reasury  o ffe rs  to sell at auc tion  a spec i 
fied a m oun t of three- and s ix-m onth  T reasury  bills, 
w h ich  m ust be paid fo r on the fo l low ing  Thursday; 
the am oun t of bil ls o ffe red  m ay be g reater, or 
less, than the am oun t maturing. The Federal 
Reserve m ay roll over its ho ld ings at the average 
p r ice  es tab l ished in the com pe t i t ive  auction . 
However, if on M onday the M anager a lready  fo re 
sees a need to w ithd ra w  reserves in the next 
week, he m ay subm it  a low bid on a part of the 
Fed 's  m atur ing  hold ings, thus inten tiona lly  " m is s 
in g "  the range of acce p te d  bids. O the r buyers 
then absorb  the add it iona l bil ls, caus ing  a d rop  in 
bank reserves on Thursday, w hen  buyers pay for 
the bills.

All part of a day’s work
Each day p resen ts  a new  cha llenge  to the M an
ager and his co lleagues. Yet each day  has m uch 
in co m m o n  w ith  every  o ther day. L e t ’s go back  to 
that Tuesday before Thanksg iv ing  Day and fo l low  
the deve lopm en ts  w h ich  led to the F ed 's  pur
chase  of $523 mill ion in G ove rnm en t securit ies .

On that day, as on all days, the M anager must 
bear in m ind the d irec t ive  adop ted  at the last



FOMC m eeting . Suppose the d irec t ive  ca lled  for 
fos te r ing  g row th  in the m oney and c re d it  agg re 
ga tes co n d u c ive  to sus ta inab le  e c o n o m ic  expan 
sion. Suppose fu r the r  that the ins truc t ions  ca lled  
for keep ing  the Federal funds rate at the m idd le  of 
the 5 Vi to  6 Vi pe rcen t range estab lished.

The M anager cou ld  see the m ain  outl ines  of his 
task ear ly  on Tuesday m orning. He had before  
him M o n day 's  p ro jec t ions  of the behav io r  expected  
of nonborrow ed  reserves over the co m ing  w eeks  
(Chart VIII). T uesday ’s p ro jec t ions  w ou ld  be ava il 
ab le  a b it later, a t 10:45 a.m. The p ro jec t ions  are 
based upon the behav ior of reserve fac to rs  over 
the sam e ca lenda r period dur ing  the past severa l 
years.

M o n d a y 's  p ro jec t ions  ind ica ted  that dur ing  the 
next w eek  the dec line  in f loa t at the m onth-end 
w ou ld  co m b in e  w ith  a seasonal rise in c u r re n c y  in 
c i rcu la t ion  to abso rb  a large vo lum e  of nonbor
rowed reserves. O ver the w eeks  ahead the 
M anage r w ou ld  have to add heav ily  to reserves 
to c o m p e n sa te  fo r the con tinu ing  ou tf low  of 
c u r re n c y  as the shopp ing  season reached  its 
peak and to prov ide  for the seasona l rise in 
requ ired  reserves.

Usefu l as a rough yards t ick , the p ro jec t ions  can 
not be a prec ise  gu ide to opera t ions. Each year, 
fo r all its s im ila r i t ies  to the past, p roduces  a pa t
tern of f inanc ia l f low s tha t is all its own. The M an 
ager and his expe r ienced  o ff ice rs  m us t look to the

Federal funds m arke t i tse lf fo r s igna ls  of the t im ing  
and m agn itude  of the reserve pressures  ac tua l ly  
at w o rk  on th is p a r t icu la r  day.

Open for business
The trad ing  ro o m ’s bus iness day begins a few  
m inu tes  a fte r  9 a.m. New s t icke rs  are  pound ing 
out the ove rn igh t accu m u la t io n  of f inanc ia l news. 
S ecurit ies  traders  reorien t them se lves  by sca n 
n ing ye s te rd a y ’s c los ing  quo ta t ions  on the board 
fac ing  the open end of the trad ing  desk. A ch e ck  
of a te lev is ion  sc reen  shows w he th e r  any 
changes  are tak ing  p lace that morning.

Dealer conference
A t 9 :00 a.m. on that Tuesday before  Thanksg iv ing , 
tw o  o ff ice rs  of the secu r it ies  d e p a rtm en t hurry  to 
a tenth  f loor co n fe re n ce  room for sepa ra te  m e e t
ings w ith  represen ta t ives  of th ree  dea le r firm s.
Fed o ff ice rs  d ire c t ly  respons ib le  fo r open m arke t 
ope ra t ions  m ee t w ith  the dea le rs  on a rotating 
basis every  bus iness day. The dea le rs  c o m m e n t 
on m arke t d e ve lopm en ts  as well as m a tte rs  of 
p a r t icu la r  in te rest to  the ir  f i rm s. The Fed o ff ice rs  
l isten and ask questions. The m eet ings, b r ie f and 
to the point, are co n d u c te d  in m arke t jargon.

At the f irs t m eeting , a sen io r pa rtner of a dea le r 
f i rm  c o m m e n ts  on the m a rk e t ’s inac t iv i ty  during  
the last few  days. He says he is a bit d isappo in ted  
by the recen t lack of dem and  fo r T reasu ry  notes 
and bonds. Insu rance  com pan ies  and pension 
funds, he believes, are de lay ing bond pu rchases
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until the XYZ C o rp o ra t io n ’s $200 mill ion bond 
issue hits the m arke t on W ednesday. Turn ing 
ab rup t ly  to the T reasu ry 's  f inanc ing  needs, the 
dea le r says he w ou ld  adv ise the T reasury  to sell a 
f ive-year issue in D ecem ber.  Such an o ffe ring  
w ou ld  genera te  good bank in te rest and s t im u la te  
trad ing  a c t iv i ty  in G ove rn m e n t secur it ies . A fte r 
answ er ing  severa l questions  asked by the desk 
o ff ice rs , the dea le r departs  at 9:15.

Tw o rep resen ta tives  of a second  dea le r f i rm  enter 
the co n fe re n ce  room. A lthough  do m e s t ic  dem and 
has been quiet, the ir f i rm  has sold issues m a tu r 
ing in tw o  to five years  to a fo re ign  cen tra l bank in 
the last few  days. They feel that m any inst itu tiona l 
investors  are s itt ing on large cash pos it ions until 
y ie ld s 'be co m e  m ore  a tt rac t ive . One dea le r  says 
he a lso fee ls  the m oney  m arke t w as  a little t igh t 
on the p rev ious a fte rnoon  even though  the System  
had pum ped  in reserves. To ob ta in  f inanc ing  for 
the f i r m ’s posit ion, the dea le r had to pay a re la 
t ive ly  high in te rest rate on repu rchase  ag re e 
m ents  w ith  out-o f-town co rpora t ions .

The second  f i r m ’s represen ta tives  leave at 9:30. 
The v ice  p res iden t in cha rge  of dea le r ope ra t ions  
fo r a N ew  Y ork bank cove rs  m uch  the sam e 
g round and departs  at 9:45. The Fed o ff ice rs  
re turn  to the ir  o f f ices  to p repare  fo r the daily 
T reasury  call.

The Treasury call
S hortly  a fte r 10:15 each  day, the F iscal A ss is tan t



S ecre ta ry  of the T reasu ry  and the D epu ty  A cco u n t 
M anage r use a d irec t te lephone  line to co m p a re  
notes on the  im m ed ia te  ou tlook  fo r the T re a s u ry ’s 
ba lances  held at Reserve Banks. The ir  ob jec t ive  
is to  c o o rd in a te  changes  in T reasu ry  ba lances  
w ith  the S y s te m ’s m an a g e m e n t of bank reserves. 
They c o m p a re  notes on the am o u n t of T reasury  
ch e cks  they e xpec t to be p resen ted  fo r paym en t 
at Reserve Banks tha t day and on the next two 
days.

Today, the A ss is tan t S ecre ta ry  te l ls  the D eputy  
M anager tha t his p ro jec t ions  of da ily  G ove rnm en t 
rece ip ts  and expend itu res  ind ica te  $500 m ill ion 
m us t be trans fe rred  today from  its ba lances  at 
co m m e rc ia l  banks to the T re a s u ry ’s Reserve 
Bank ba lance . The funds w il l  co m e  from  tax and 
loan a c c o u n ts  at 275 large c o m m e rc ia l  banks 
a c ross  the coun try  (the C lass C banks), and wil l 
be in add it ion  to ca lls  p rev ious ly  schedu led  on tax 
and loan a c c o u n ts  at o ther co m m e rc ia l  banks.
The F e d ’s p ro jec t ions  ind ica te  a dra in  of $600 m il 
lion from  the T reasu ry 's  accoun t.  A fte r  d iscus 
sion, the A ss is tan t S ecre ta ry  dec ides  to ca ll 100 
p e rce n t  of the p rev ious n ig h t ’s T reasu ry  ba lances 
at the “ C ”  banks— about $550 mill ion.

The conve rsa t ion  over, the D epu ty  M anage r in
fo rm s  ano the r o f f ice r  in the Bank that the  T rea
sury  has dec ided  to m ake a spec ia l ca ll today  on 
the “ C ”  banks. By 11 a.m., large banks  eve ry 
w here  w ill have been ins truc ted  to t rans fe r  100

pe rcen t of the T re a s u ry ’s depos its  w ith  them  at 
M o n d a y ’s c lose  to the ir  d is t r ic t  Reserve Banks.

These t rans fe rs  w il l  dra in  m e m be r bank reserves. 
In th is case , the  trans fe r  w ill on ly o ffse t m os t of 
the inc rease  in m e m be r bank reserves expec ted  
from  to d a y ’s p a ym en t of T reasury  ch e cks  p re 
sented dur ing  the day  to the Reserve Banks.
These c h e cks  are  often depos ited  w ide ly  over the 
coun try . Big c ity  banks m ay find them se lves  net 
losers w hen  they  trans fe r  T reasury  depos its  to the 
Reserve Banks. In that case, these banks w ou ld  
need to s tep  up the ir  overn igh t bo rrow ing  in the 
Federa l funds  market.

Getting the “feel” of the market
Well be fo re  10:00 a.m., the G ove rn m e n t secu r i t ie s  
m arke t has usua lly  be co m e  active . By then seve r
al trade rs  a round  the  F e d ’s desk are try ing to 
learn from  dea le rs  w he th e r  any trend is deve lop 
ing. O ther trade rs  are gett ing  a rundow n from  the 
B a n k ’s fo re ign  depa r tm e n t about o rde rs  to be 
execu ted  fo r fo re ign  accoun ts .  R eports  have 
arr ived  on dea le r posit ions, and on reserve pos i
t ions and Federa l funds  t ransac t ions  the day 
be fo re  at m a jo r  banks in N ew  Y ork and o ther 
c ities. On hand is a report g iv ing the d is tr ibu t ion  
of reserves am ong  m oney m arke t banks, o ther 
reserve c ity  banks, and coun try  banks.

S hort ly  a fte r 10 o ’c lock , tw o  c lerks  update  the 
quo ta t ion  board  w ith  the latest " r u n s ”  of p r ices

and yields obtained by te lephone from dealers. The 
Fed 's  trade rs  a lready know  from  the ir  co n ve rsa 
tions w ith  dea le rs  w ha t the board  shows: p r ices  
are steady. They a lso know  that there  has been 
lit tle trad ing  excep t am ong dea le rs  w h o  are tes t
ing each  o th e r ’s m arke ts  by “ h itt ing a b id ” — that 
is, se ll ing secu r it ies  at the  p r ice  bid by another 
dealer. Fed funds  are quo ted  5 7/8 pe rcen t b id ,6 
pe rcen t o ffered, w h ich  is a shade  h igher than 
y e s te rd a y ’s average  rate of 5V* pe rcen t and well 
above the F e d ’s 5 1/2 p e rcen t d iscoun t rate.

One sta ff m e m be r ca lls  the  nonbank dea le rs  to 
find out how m uch  new m oney w ill be needed to 
rep lace loans m atu r ing  today  or to f inance  secu r i 
ties being de live red  today. A few  m inu tes  before
11 a.m., his tabu la tion  show s that the dea lers  
need loans of abou t $4.5 bil l ion to f inance  their 
p resen t secur i t ies  hold ings. M oney w as  ava ilab le  
at the c lose  yes te rday  at 5 3A  percen t, but severa l 
dea le rs  th ink m oney m ay be m ore  expens ive  and 
harder to get today.

The desk o ff icer , w ho  has jus t been jo ined  by 
the D epu ty  A c c o u n t  M anager and ano the r o ff icer, 
sum m ar izes  deve lopm en ts  for them. Together, 
they rev iew  the newest p ro jec t ion  of fac to rs  
a f fec t ing  bank reserves over the next six weeks, 
a research  report rece ived  on ly m om en ts  before. 
The p ro jec t ion  ind ica tes  that float on M onday 
w as $500 m ill ion less than expected . Revised 
p ro jec t ions  suggest the Fed m ust in jec t m ore



reserves in the cu rren t w eek to hold the Fed 
funds  rate a round percent. The o ff ice rs  begin 
to fo rm u la te  the  d a y 's  plan of action ; the  D eputy  
M anager checks  w ith  the M anager by phone 
and w r ite s  out the day 's  program . A last-m inute 
c o n ta c t  w ith  the traders  ind ica tes  tha t banks and 
o thers  are beg inn ing to sell T reasury  bil ls  to 
dea le rs  in g rea te r vo lum e  than buyers  are taking 
f rom  them. D ea lers  are ra is ing the rates they are 
b idd ing fo r T reasury  bil ls, that is, p r ices  are 
beg inn ing  to decline.

M eanw h ile , a s ta f f  ca ll is m ade to the Board  of 
G ove rno rs  in W ash ing ton  and to the o ff ice  of one 
of the Reserve Bank p res iden ts  c u rren t ly  on the 
FOMC. The N ew  Y ork s ta ff  p rov ides in fo rm ation  
on the full range of data ava ilab le  on bank 
reserves and the m oney and G ove rn m e n t secu r i 
t ies m arkets . Thus, the Reserve Bank President 
w il l have before  h im the data  on w h ich  the  desk 's  
plan of ac t ion  is based. The o ff ice rs  hurry  to an 
ad jo in ing  o ff ice  to pa rt ic ipa te  in the key te lephone 
conve rsa t ion  tha t fo rm a lizes  the d a y ’s s t ra tegy—  
the 11:15 co n fe rence  call.

The conference call
“ W ash ing ton  and San F ranc isco  are stand ing 

by," announces  the te lephone  opera tor, c o m p le t 
ing the th ree-way te lephone  hookup tha t enables 
the A c c o u n t M anager to rev iew  deve lopm en ts  
w ith  the sta ff o f the Board and the  Reserve Bank 

20 p res iden t on the call. S it t ing in on the  co nve rsa 

tion at the N ew  York end today are  the Pres ident 
of the Bank, the M anager and D eputy  M anager of 
the System  A ccoun t,  and the o ff ice rs  of the s e c u 
rities departm en t. Seated d irec t ly  beh ind a te le 
phone m ic rophone , one of the o ff ice rs  speaks:

“ C ond it ions have changed  som ew ha t s ince  we 
spoke yesterday. The G ove rnm en t secu r i t ie s  m a r 
ket opened th is m orn ing  w ith  ve ry  few  changes  in 
p rices  and rates, and w ith  l ittle activ ity . But T rea 
sury  bill rates now  seem to be rising. There  are 
som e ind ica tions  that long-term investors  are 
ho ld ing off to  see how the m arke t w il l take the 
$200 mill ion bond issue of the XYZ C orpora tion  
tom orrow . Fed funds opened at 5 7/8 p e rcen t bid, 
1/8 pe rcen tage  po in t above ye s te rday 's  c los ing  
rate, and funds  are well bid at that rate. D ea ler 
f inanc ing  needs th is m orn ing  opened at about 
$4.5 bil l ion. The banks have ra ised the ir  ca ll loan 
rates on dea le r loans from  6 to 6 Vi pe rcen t .

“ Yeste rday , w e  had a shortfa l l  in reserves that 
m ore  than o ffse t w ha t w e  put in. W e look fo r a 
sharp  dec l ine  in reserves today and to m o rro w  as 
c u rren cy  in c i rcu la t ion  increases  and float drops. 
Banks here and in C h icago  seem  under spec ia l 
p ressure  and have been very  heavy buyers  of 
Federal funds on each  o f the last th ree  bus iness 
days. Banks in severa l o ther m a jo r  c i t ies  show  
reserve de f ic ienc ies . T o d a y ’s $550 m ill ion  call on 
the “ C ”  banks w ill add to p ressu re  on the m oney 
m arke t ba n ks .”

The o ff ice r  then reads the  M a n a g e r ’s p roposed  
plan fo r the day:

“ In v iew  of the expec ted  s tr ingency  in reserves, 
the A c c o u n t p lans to pu rchase  secu r it ies  for cash. 
If the  m arke t con t inues  to tighten, w e  m ay buy as 
m uch  as $500 m ill ion of T reasury  bil ls. W e can 
use repu rchase  a g reem en ts  to supp ly  add it iona l 
reserves if needed .”

The conve rsa t ion  is, of course , m ore  deta i led  and 
laced w ith  the verba l sho rtcu ts  fam ila r  to peop le  
ope ra t ing  in the m oney m arket. P rospective  deve l
opm en ts  in the next coup le  of w eeks  are d is 
cussed. The Board pa rt ic ipan ts  m ay report about 
possib le  M, and M 2 revis ions. The San F ranc isco  
Reserve Bank pres iden t w il l express  his v iew  on 
the p roposed action.

The call is usually  co m p le te d  by 11 :30. A sta ff 
m e m be r  at the Board  p rom p t ly  sum m ar izes  the 
call in a m e m ora n d u m  sent to each  Board  m e m 
ber and a te leg ram  is sent to each Reserve Bank 
president.

The decision
Shortly  be fo re  noon, cond it ions  begin  to je ll rap id 
ly and ind ica te  a sharp  increase  in reserve p res 
sures. Fed funds are heavily  bid fo r  at 5 15/16 
percen t. N ew  Y ork C ity banks and o ther p a rt ic i 
pants  in the funds m a rke t report that funds  are 
hard to find. D ea le rs  report little p rogress  in m ee t
ing the ir  f inanc ing  needs by bo rrow ing  on a



secu red  bas is  f rom  the ir out-o f-town sources , 
even at 5 7/8 percent.

The M anager rev iew s the ev idence  and g ives the 
final go  ahead: “ The m arket has really s ta r ted  
t igh ten ing  up. W e ’d be tte r m ove in right aw ay  in 
size to p reven t th is from  gett ing  out of hand. L e t ’s 
go in and buy abou t $500 m ill ion  in T reasu ry  bil ls 
for cash to d a y .”  As w e  have seen, w ith in  th ir ty  
m inu tes  the  F ed 's  traders  pu rchase  $523 m ill ion 
in T reasu ry  bil ls fo r cash in a m arke t “ go-around.”

Fed o ff ice rs  con t inue  to w a tch  the s itua t ion  a fte r 
the “ g o -a round ”  is com p le te d  at a round  12:30 
p.m. The Fed funds rate eases back to 5 7/8 per
cen t bid fo r a t ime, bu t then the b rokers  report 
that b ids appear to be build ing w h ile  the  supply  
ava ilab le  rem ains  lim ited. Given the pe rs is ten t 
t ightness, the M anage r approves the desk 
o f f ic e r ’s reco m m e n d a t io n  that the System  
pu rchase  abou t $1 bil l ion of T reasury  and Federal 
a g ency  secu r i t ie s  under ove rn igh t repurchase  
ag reem en ts . Perhaps $100 m ill ion of b a n k e rs ’ 
a cce p ta n ce s  w il l  be bough t under s im ila r  co n 
trac ts .

By 1:00, the add it iona l in jec tion  of reserves has 
been made, b ring ing  the d a y ’s tota l to ove r $ 1.5 
bil l ion. B e tte r ba lance  re turns to the Federa l funds 
m arket, but the o ff ice rs  w ill not know  until the 
next day w h e th e r  the sho rtage  of reserves 
re f lec ted  a sha rper- than-expected  d rop  in f loa t or 
som eth ing  else. A da ily  te leg ram  to the  Board  and



Reserve Banks w ill sum m ar ize  the d a y ’s deve lop 
ments.

Private m a rke t trade rs  w ill deba te  w he th e r  the 
Fed 's  ac t ion  that day  sought s im p ly  to head off 
the deve lop ing  s tra in  in the m arke t o r w he th e r  it 
had broad  po licy  s ign if icance . A na lys ts  m ay c o n 
c lude  that the Federa l R eserve 's  doub le -barre led  
en try  suggests  tha t 5 3/ i  pe rcen t is sti l l the d e s k ’s 
ob ject ive . On ano the r occas ion , if ana lys ts  w ere  
w orr ied  at the s treng th  in the M, and M 2 data  pub 
lished in recen t w eeks , they m igh t qu ick ly  co n 
c lude  tha t the Federal funds rate ob jec t ive  was 
being ra ised— w ere  the desk  to appear s low  in 
supply ing reserves. But today the reserve s tra ins  
that th rea tened  to be co m e  acu te  have d isappeared.

T om o rrow  is a n o the r day . . .




