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BOARD OF GOVERNORS OF THE FEDERa. RESERVE SYSTEM

May 4, 1964,

TO: Governor Mitchell

FROM: Robert C. Holland

Here's the most straightforward
explanation I've seen yet of the
rationale for looking at money market
and credit conditions as a proximate policy
guide. It is also fairly easy to take this,
I think, and graft onto it special under-
lying attention to money supply changes
because of their likely implications for
developing interest rate changes,

FCE TEIS
Georgz V. Mitchell




MIST. 3 C

Authorized for public release by the FOMC Secretariat on 4/17/2020 ‘RAL RESERVE BANK

(MISGC'S C-78M-12-62) OF NEW YORK

OFFICE CORRESPONDENCE

pasdareh 27, 1964

To_ ire Holmes sugye&puments on the Board Sceretariat’
Dratt Moenorandunm o
FrovPe We Schiff Current Eeonouic P C1i0|
APR 2 3 1969

CONTFTIDETBTIA Lea{FR.)

I have only hed a chiance for o very hurried reading of

the axalt of the Boardts Sccerciuriat menorandum on "The Committes's

Cuvront Zconounic Policy Dircetive" whilich you handed me yestordaye.
siuch of dhe menorandun is well done and very uzseful in clarifying
the relevant issues, I do, however, have scrious rescrvations
with regerd to some aspeche of the momorandum, notably those relating
to its view of the underlying ratlonalce for the use of aifernative
policy guidelines and thosc whieh deal with the range of flexibility
40 be given to the Accouat lanazoere. OSinece some of the problenms
cntoring into 4o nature of e propoucd -Lecific inatructions to
the Manapger derive from {the bo or anvroach to the choice of guidee
lines taken in the uncmorandun, ny comicxnts nere will be limited
to whot I consider the weak spobs iu this approache-more specirfically,
in the explanation ol tue underlying rutionale for using 'wonoy or
crodit market condivions" ac u prianclipal tarcet varilable.
2he passage bo walzi: I srould toke purticular exception

appeare on pages 23 end 29, wald rcads es followus:

"The full set of DQLCleuN Serpeds vericbles night be

diveaed dnse Hwo wrond groewnis. One group conslsts of

Myoacy nnrked uu«u-u~0ﬂ'“ and its coapoaciniseelree

PeSCPVes, slorteter: fatenest rotes, and so forth, in

LoMU aros ghceidied in tesns of levels. Tho cecond

oroun co.nists of dae various agsregate reserve measures,

Lann ;xunlb, baak depositeo, bne noney supply, and so
Torth, shcecificd in tormg of rates of growbh,
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"It does not nced repeating that particular levels of
variables in the first group can exist concurrently
with widely difforent rates of growth (or decline) in
variables in the gsecond group. And it seems safe to
surnlse that with respecet to the condition of the
doncstic econony, variables in the second group are

of more fundamental concern to the Committee than those
in the first. Variables in the firgt group are of cone
cern to the Commitice on two counts: +they affect
international capital Lflows, and they are read by the
merket and the public as "signals" of current monetary
policy."

These statements, and copeclally the last two sontences,
should not go unchallenged gince they present a much weaker case
for a "market tone" or "ecredit market conditions" approach than
can, in fact, be made. The ststement, lndeed, would seem to play
into the hands of those of the Systom's acadenle eritica who have
glalned that the present fouus oa gradlt nmarket gonditlons does
not allow System actions to bo umcaninzfully related to broad
cconomic variables, vhercas primary focus on, say, some measure of
total bank rescrves would pernit an explicit analytical connection
botween immediate torget variadles and the breoad econonic goals.

A najor obvjectlion to the passage cited iz that it falls
to make clear Just what the dictinction between the two groups of
potential target varicbles is supposed to be. In subsequent
paragraphs the memorandum talkes the view that the second group of
variables relates to "aggregates" whereas the first group reflects
"money merkedt conditions," which presunably are of narrow
significance, But this is 20t necessarily a legitimate inference.
The iteoms cited as belonzins to the cccond group, for one thing,

all relatc to aggrerate statistics involving the banking systenm,
rather than to the $otal flow of funds or stock of liquidity
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instruments. (Of course, the item "...and so forth" listed as
baloaging to the second group of variables might perhaps be
regarded as including these additionel mognitudes also, but this

ig certuinly not elear to the roader--and there is also an "...and
so forth" in the first group.) If one takes this interpretation

of the second group of varisbles cited, then it might be argued
that targets centering on gonditions in the money market, vhere
liquidity ecdjustmonts for boih bank and nonbank sectors of the
cconony tend to take plmce, are morg counprchensive in their coverage
of the relovant magnifudes than the sccond group variadbles.

0f courso, the moncy market is only one of the financlal
markets and a droader ceoncept of "eredit market conditions” would
be reguired to make this %typc of target nore clearly related to
total credit flows. But if one takes the view that conditlions in
tho money market are closely rolated to those ln other credit
markets and that tho Desk does vutch a broador range of credid
market conditions then those roflocted in the money market slone,
then it seems 1o ne quite gppropriate to argue that emphasis on
noney markod conditions can actually represent a more "aggregative”
or "comprechensgive”" approach than primary reliance on the second
group target variables (other than the "and so forth") cited.

The distinction between the first and second group
voriables night also be said to reot on other grounds. The second
group includes various measures of volumceesuch as the volume
of bank rescrves, bank deposits, and bank ecredite--vhile the first
group of variables night, at lesst in tae first instance, be thought

to refaor primarily to moasurcs of interest rates, i.e¢., of price.
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Looked at in this weay, ncither sot of variables by itself provides
2ll the information nceded to rclate novenents in financial factors
t0 dovelopments in broader cconomic magnitudes, i.e., information
on the over-all flows of {unds and the interreclationships between
supply and demand forces in financlal nmarkets.

Por a £full assejsnent of the interaction of all the
financial variables with onc another and with the broad econonmie
scriecs, information is needcd on the nature of the elements of
financial marketss: domand, supply, and price. A knowledge of
actuel market interest rates docs not by itself convey information
on tho movenents of douand and cupply factors. And 1f this fact
is forgotten, reliance on interest rates az a primary poiicy target
night indced lcad %o scrious crror, On tho other hand, the actual
(i.e., ox~post) dota on bank rccerves, bank deposits, snd bank
eredit-~or cven data on the total volune of credit flowse-w-also do
not by thenmselves permit a distinction boetween demand and supply
forces. Hence, it scoems clear that whather one uses secondegroup
or firsotegroup variables as primory targets, it is not possidle
40 rely on the chosen primary target in any rigid fashion., Indeed,
once the target is choson it muct bo continually modified on the
basls of information about the other variables impinging on the
total credit situation,

0n balance of coansiderations, I would argue that there
is a substantlal practical advantege in making credit market
conditions the principal focus of policy, and to use information
on total rescrves and other sccondegroup variables as ancillary

guides that will provide carly warnings in casos of subdbstantial
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changes in the demand for credit (or in those clements of the

supply of credit not Adirectly atiributable to the Federal Reaerve.)
A nmajor advantage of thig approach is that focus on credit markets
does make 1% possible to teke seancitive account of all credit flows,
not nerely those iavolving the banking system directly. In contrast
to rcliance on dats on the volume of reserves and credit, moreover,
focus on crcdit market conditions pernits the detection of changes

in the glasticities of demend or supply~e-changes that tend to be

refleccted in lnterest rates dul arce not necessarily apparent from
volune figures, Pinally, there would seem to be a considerable

cagse in favor of the argument that the lovel and movement of interest
rates and othor credit termas can by thenselves have important direct
effects on economig decision-méking and econonic activity, and that
credlt terms as reflected in market conditions are therefore clearly
of fundamental concexrn to the FOIIC,

To put the matter somewhat differontly: my feeling that
market conditions represent the prefcerable initial focus for the
policy-malker stems from the notion that those conditions in effoct
sorvo as & “"proxy" for an over~all model of the flow of funds in
the cconomye. The “feel of the market" to my mind does not sinmply
involve a mechanical concentration on interest rates dbut a
continuous ¢valuation of the way in which such rates and other
credit terms reflect the interrelationships among financial flows,
The Manager of the Account does, in fact, have considersble
opportunity to obscrve evolving developments on both the supply
ond dcuand side; part of what his staff does on e continuous basis

i3 to record supply ond derand gchedules for different types of
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financial Iastruments. Much of this information could not bve
obtained by refercence to oxepost quantitative data alone, The

Tact that the information so obtained adds up to a rather imperfect
picture of the overw-noll floveolsfunds natrixz does not Justify a
conplete shift in the nature of the primary terget. Rather, it
calls Tor continuvous inproveanent in the accuracy and extent of our
ovscrvations on the bechavior of the various magnitudes relevant to
an ascessanent of market conditions. Eventualldly, this should nean
that the Committec and the Manager will be able 40 make their
decisions againat tha background of & very comprchensive and precise
model of tho financial systeme-although, I suspect there will alwvays
rouain a nced to roly to some cxtont on the sort of Judgments
involved in market "Ifcel."

I had tricd to spcll out these idoas previously in a
nemorandun on "Purther Commentz on Guidelines for Monetary Policy,"
dated November 2, 1962, An cxiract from this memorandum, focusing
on the conceptual Justification for emphasizing eredit market

conditiong, is atitached.

Attachnent
FWoasey
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APPTHDIX

Bxecerpt Tren Memorsndum on
"Furbher Comucnts on Guidelines
for lcactary Policy,"
dated Hovenher 2, 1962

"eeeit can be held thot Foderal Reserve or Treasury
oporations involving a change in the stock of woney or deposits
will have an influence on private spending decisions only if those
opexrations also affect interest rotes, asset pricec, and other
eredit terms that teond to be refloctoed in the 'condition of credit
narketc's Tho rcason is thot such operations do not ghange the
ret financial assets of the public in nominal volune but merely
rearrange those asscts, With given denands, the public consequently
hags no incenbtive to nake substidtutions cnong its financlal assets
and liabilitics unless there isc a change in terasz on which such
subgtitultions can be made, ALud it ic only do the extent that such
subgtitutions occur wnd arc bound up with or give risc to still
further substitutions involving ronl as well as financial assets
that creditv policy can alfcet bucinoss activiity.

"Tho catt..l.Which involves a sved of onc assot (private
depocitc) for another {Treasury diils), is merely one example of
the pencral rule cited. Anothor would e a situetion in which
tho Systcn provides additional rescerves to the banks, and the banks
then expend deposits by acquiriang securitics from the nonbank
pudblic. Iere the public reduces its holdings of one asset (securities)
4o build up those of another (dewosits). In order to persuade
the public 4$o make this switch, the banks nust presumably bid up

the prices of the sceuritics soncuhst. It 1s this rise in asset




Authorized for public release by the FOMC Secretariat on 4/17/2020

A2

nrices, in turn, waich makes the sellers of the securities (as
well as the remaining nonbank holders) wealihler and thus possibly
nore willing to spend. A third casce-the expansion of deposits
through an incroasc in bank loanse=involves a simultancous rise in
both asscis and liabilitics of the nonbank pudblic. To induce an
inercase in loan demand, the banks would, in & competitive situation,
have to casc lendlng terms somewhat. With eredit rationing this
night take the form of changes in "nonprice" credit terms and a
shift in the degreo of rationing. The geneoral rule would, however,
bo the sane as in all those casces: Federal Reserve and Treasury
operations that influence spending decisions must in some sense
work through, and be reflected in, the ctnte of the credit markets.
"The second polnt...ils that given policy changes which
couse the pudlic to ghift fron deposiic into Treasury bills are
not only likely to have gone impact oa liquidity and the availaw
bility of funds but will heve dilflcront offects at different times,
even when the anounts shirted from deposits to bills are the same.
These divergences in impsct can be cpoticd if one watches interest
rates and eredit morket conditloas, but they cannot be satisfactorily
taken into account by nechanicalldy cocigning a standard "liquidity
wveight" to given amounts of asset cubstitution of this type. The
sane rule applics to other kinds of asset substitutions, such as
shifts fron tinme deoposits to savings and loan shares or from demand
deposive o time deposits. To state the point even moro generally:
in none of these cascs can liguidity elffcetse~and possible effects
on spendinge-ebe reliably gauged if onc only observes changes in the

supply of money or of goue other liquid assets measure, The reason
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is that ithere can be simultaneous changes in the demand {or

clnsticity of demund) for nonecy or licuid assets, and these tend to

vary substantially wvith differcncces in bugincess conditions, in

Tinancial practices and structurc, and in expoctations."




