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FNPl:  : l e s s r s .  A s i l r o d  and S t e r n l i g h t  SUBJECT: P r o p o s a l  fo r  r e s e r v e  
- 

a g g r e g a t e s  a s  g u i d e  
t o  open  marke t  
o p e r a t i o n s  

lhc.  r a t e  o f  i n f l a t i o n  c o n t i n u e s  u n a b a t e d  and  i n f l a t i o n a r y  p s y c h o l o g y  

seems more and r o r e  t o  be g e n e r a t i n g  s p e c u l a t i v e  p r e s s u r e s - - f o r  example ,  

i n  m a r k e t s  f o r  i o r e i g n  exchange ,  commodi t i e s ,  and b u l l i o n - - a n d  t o  be  

t h r e a t e n i n g  f u r t h e r  i n t e n s i f i c a t i o n  o f  wage-p r i ce  p r e s s u r e s  i n  l a b o r  

and p r o d u c t  m a r k e t s .  C o n t a i n c e n t  o f  i n f l a t i o n a r y  psycho logy  would work 

t o  3ve r t  :he d i s L o r t i o n s  i n  n 3 r k c t s  that c o u l d  s i g n i f i c a n t l y  worsen  t h e  

a d j u s t m e n t  i n  r e a l  economic a c t i v i t y  t h a t  a p p e a r s  u n d e r  way. 

.l'he r3:e o f  g roKth  i n  t h e  money s u p ~ l y  h a s  become t h e  most w i d e l y  

p u b l i c i z e d  i n d i c a t o r  o f  t h e  s t a n c e  o f  mone ta ry  p o l i c y .  R e c e n t l y ,  money 

c r o c t h  has  b e c n  q u i t e  r a p i d  a n d ,  i f  c o n t i n u e d ,  would r e s u l t  i n  f a i l u r e  b y  

t h e  FOHC t o  r lchievc i t s  mone ta ry  t a r g e t s  f o r  1979.  

I n  t h i s  izemorandum, w e  p r o p o s e  a r e s e r v e  t a r g e t i n g  p r o c e d u r e  t h a t  

x o u l d ,  iif b e l i e v e ,  p r o v i d e  g r e a t e r  a s s u r a n c e  t h a n  p r e s e n t  o p e r a t i n g  

t e c h n i q u e s  t h a t  t h e  FOblC will i n  f a c t  a c h i e v e  money s u p p l y  t a r g e t s  f o r  t h e  

one  y e a r  OIV ' 7 8  t o  Q I V  ' 7 9  p e r i o d  and e n t e r  1980 w i t h  money g rowth  on  

a m o r e  modera t e  t r a c k  t h a n  h a s  p r e v a i l e d  r e c e n t l y .  Announcement of such  

a s h i f t  i n  p r o c e d u r e  m a y  i t s e l f  have  a b e n e f i c i a l  c a l m i n g  e f f e c t  on 

i n f l a t i o n a r y  psycho logy .  However, t h e  c o n s i d e r a b l e  s l o w i n g  i n  mone ta ry  

growth r 3 t ~ s  f rom t h e i r  r c c c n t  pace  t h a t  t h e  p u b l i c  would e x p e c t  f rom 

announcement o f  s u c h  a s h i f t  i n  a p p r o a c h  would ,  o f  c o u r s e ,  h a v e  t o  b e  r a c h e r  

soon a c h i e v e d  i f  a n y  b e n e f i t s  from t h e  announcement  a r e  n o t  t o  b e  d i s s i p a t e d - -  

i f  indeed a n  announcement  i s  n o t  t o  b e  u l t i m a t e l y  c o u n t e r p r o d u c t i v e .  



I t  s i i n i i l d  31co be  s a i d  c n r l y  on t h a t  r e s e r v e  t a r g e t i n g  i s  n o t  

a s i v l c .  r i s k - f r ( . c  p i -ocedure  t h a t  c a n  q u i c k l y  s o l v e  m o n e t a r y  p o l i c y  

p r o b l e n s .  I t  d o c s  n o t  r e s o l v e  b a s i c  q u e s t i o n s  a b o u t  t h e  t a r g e t  r a t e  o f  

money s u p p l y  growth  t h a t  i s  i n  f a c t  a p p r o p r i a t e  t o  p a r t i c u l a r  e c o n o m i c  

c o n d i t i o n s .  i l o r c o v c r ,  once t he  C o n n i t t e e  i s  s a t i s f i e d  a b o u t  i t s  b a s i c  

p a t h  f o r  i h c  a r e s a t c s ,  t h e r e  a r e  s t i l l  p o t e n t i a l  s l i p p a g e s  b e t w e e n  

r e s e r v e s  and i h r  a g g r e g a t e s  t h a t  r e q u i r e  f l e x i b i l i t y  i n  o p e r a t i o n s - -  

a f l e x i b i l i t y  t h a t  ice h a v e  a t t e m p t e d  t o  a l l o w  f o r  i n  t h e  b a s i c  

d e s c r i p t i o n  o f  tile reserve t e c h n i q u e  t h a t  i s  g i v e n  i n  s u b s e q u e n t  

sections o i  t h i s  r . c a o r a n d u n .  1 - i n a l l y ,  102 do  n o t  b e l i e v e  t h e  C o r n i t t e e  

c a n  cnt i r f .1: :  igrio1-e c v c r g i n g  c r e d i t  and  s e c u r i t y  m a r k e t  c o n d i t i o n s ,  

o r  a t  t i n c s  e x c h a n g e  m a r k e t  c o n d i t i o n s ,  i n  r i g i d  p u r s u i t  o f  s h o r t - r u n  

r e s e r v e  t a r g e t s .  

I k h a v i o r  o f  r o n i i a r y  r l c , ~ r ~ ' ~ i i t c s  i n  r e l a t i o n  t o  t a r ~ e t s  

:%s m y  b e  seen  i n  t!le s e c o n d  c o l u r a  o f  t h e  t a b l e  b e l o w ,  g r o u t h  

i n  t!ie none). s u p p l y  a g g r e g a t e s  o v e r  t h e  f i r s t  t h r e e  q u a r t e r s  o f  t h i s  

y s a r  r c z 3 i n i . d  x i t h i n  the  I o n g e r - r u n  r a n g e s  s e t  by t h e  T0:X. However ,  

i n  t h c  p a s t  t v o  q u a r t e r s ,  a s  shown i n  t h e  t h i r d  and f o u r t h  c o l u m n s ,  r a t e s  

o f  g r o x t h  h a v e  b e e n  a c c e l e r a t i n g  a n d  h a v e  b e e n  a b o v e  t h e  l o n g e r - r u n  

r a n g e s ,  i ce11  ab0L.e most r e c e n t l y .  T h u s  t h e  a g g r e g a t e s  a r e  w i t h i n  the 

r a n g e s  b e c a u s e  o f  tiie v e r y  slow i n c r e a s e s  i n  t h e  f i r s t  q u a r t e r ,  and i n  

t h e  c a s e  o f  PI -1  ii d c c l i n e  a t  t h a t  t i m e .  Bank c r e d i t  g r o w t h  h a s  b e e n  

s t e a d i l y  a b o v e  i t s  l o n g e r - r u n  r a n g e  s i n c e  t h e  b e g i n n i n g  o f  t h e  y e a r .  
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:~c tu31  a n n u a l  r 3 t e s  o f  i n c r e a s e  

'i :I r f :  1' L 01" ' 7 8  Q u a r t e r l v  
w ;i 11:- ,. t o  0111 ' 7 9  Qlrr - 011 91. 

I: - 1 3 L O  6 -  5 .O 9 . 5  7 . 6  - 2 . 1  

> : - 2  5 LO 8 7 . 5  11.9 8.6 1.8  

%.I . .  - 3 h t o  9 7 .8  10 .3  7 .9  4.7 

E a n k  C r c d i t  7 5  t o  10'; 12.6 11 .6  1 1 . 2  13.6 

I /  

For i h c  .;:oiiey s u p p l y  a g g r e g a t c s  J S  a g roup  t o  b e  w i t h i n  t h e i r  

r:;!i:!c.< !;~: L ! I < ,  ti::.,: i i i <  ;yI,;~r i s  o v e r ,  a c o n s i d e r a b l e  slowing f r o m  t h e i r  r e c e n t  

p . 3 ~ ~  is : -~ .< i :x i rcc i .  ' i i i i .  i a l i i C ,  bclo;. sliows r a t e s  o f  g rowth  f o r  i h e  f o u r t h  

q u ~ r t e r  ( b o t h  on 3 q u a r t e r l y  a v e r a g e  and  month ly  b a s i s )  t h a t  a r e  c o n s i s t e n t  

x i t h  th-o a ? L e r n a t i v c  r a t e s  of gro-ith f o r  t h e  y e a r .  The l e f t - h a n d  pane l  

shoxs f o u r i l i  q u a r t e r  g r o u t h  r a t e s  c o n s i s t e n t  w i t h  a y e a r l y  i n c r e a s e  a t  

tile x i d p o i n t s  o f  t h e  l o n g c r - r u n  t a r g e t s .  The r i g h t - h a n d  p a n e l  shows 

f o u r t h  q u a r t e r  g r o ~ t l i  r a t e s  c o n s i s t e n t  w i t h  a y e a r l y  i n c r e a s e  i n  t h e  upper  

ii:!l f of t l i g ,  Icncrr-rur r a n g e s .  

1- u :: 1 I1 

Gro.xth f o r  
Y e a r  a t  

. I .  fi.jic:point 

o f  l ' i rqct  Q t r l y  S c p t .  t o  
1:jni.c * 9 C C .  

P!- 1 b . 5  ? .S  1.3 

>I -  2 6.5 3 . 2  1 .5  

F o u r t h  q u a r t e r  
j i r o v t h  

Growth f o r  
Year  i n  

U p p e r  l l a l f  
o f  T a r g e t  Q t r l y  S e p t .  t o  

Range &&- Dec. 

5 .3 5.9 4.6 

8.0 8.8 7.5 

:.:- 3 7 . 5  6 . 3  5 . 3  I 8.0 8.2 7 . 3  

- 1/ R e p r e s e n t s  t h e  15 t o  4 $  p e r c e n t  r a n g e  s p e c i f i e d  by  t h e  FO?.IC a d j u s t e d  
for t h e  q t a f f ' s  c i i r r c n t  e s t i m a t e  t h a t  ATS e f f e c t s  w i l l  r e s t r a i n  P l -1  
I z r o v t h  by a b o u t  1: p e r c e n t a g e  p o i n t s  o v e r  t h e  y e a r  r a t h e r  t h a n  the 3 
p e r c e n t a g e  p o i n i s  o r i g i n a l l y  e s t i m a t e d  l a s t  F e b r u a r y .  



-., 
i i i i '  s h . ~ r p l : ;  d i . c e l c r a t c d  ~:?o.xtI> r a t e s  i n  t h e  f o u r t h  qua r t e r - - shown  

i n  tllc 1 c f i  pane1 .of t h o  t a b l e - - n e e d e d  i f  t h e  m i d p o i n t s  o f  t h e  l o n g e r - r u n  

t a i - g e t s  n r e  t o  bc  h i t  b y  tlic end  o f  t h e  y e a r  would ~ p p c a r  t o  r e q u i r e  a 

v e r y  s ! i ~ r p  r i s c  i n  i n t e r e s t  r a t e s  a n d / o r  a c o n s i d e r a b l y  a weaker  economy 

t h a a  i s  ci:rrc,nLly b c i q :  p r o j c c t c d .  F o u r t h  q u a r t e r  r a t e s  o f  g r o u t h  i n  

t i i f  rif;ht p a n c l  wcrc i n : p l i c i t  i n  t h e  a l t e r n a t i v e  B b luebook  p a t h  p r e s e n t e d  to 

t h e  C o m ! i t t c e  a t  t h e  n id-SentcmSer  m e e t i n g .  l hese  g rowth  r a t e s  would ,  when 

t h e  y e a r  i s  o v e r ,  p u t  P I - 1  a t  tlic i rppf r  end o f  i t s  l o n g e r - r u n  r a n g e  and 

>:-I a n d  . ? - ?  i n  t i i t .  i:pp:r l ls i .~ .cs  o f  the i r  ranges.l' '!he s:aff e x p e c t e d  

1 i l  .! : :: , i .. ! , : I ) t  !>,: a t t ; i i : : ~ , d  zit!! l i t t i c ,  or no,  f u r t h e r  

i~p:.'zrc! p r r s :< i i r c  on ::'one:; n a r k c . t  r a t e s - - a s s u m i n g  t h 3 t  g rowth  i n  nominal  

G::? i s  a 1  lc3; t  a s  ~ ~ 2 1 . :  a s  3 7 :  p e r c e n t  a n n u a l  r a t e  i n  t h e  f o u r t h  q u j r t e r  

oi t l i c ,  c ; l h  b i i i l t  up i n  r e c e n t  n o n t h s  i s  s h i f t e d  i n t o  o t h e r  

i i n z n c i d l  J S S C ~ ~ .  i l f  c o u r s c ,  t h a t  r c s u l t  i s  by no  means a s s u r e d ,  a n d  

recent e:-:;>i'ricncc h n s  becn  i o r  b o t h  r.oncy growth  and i n t e r e s t  r a t e s  t o  

. < t a f f  p r o j e c t i o n s .  

i n  v i f x  01 t i i c  u n c c r t a i n t i e s  i n  i n t e r e s t  r a t e  f o r e c a s t s ,  i n  

~ s t i - 3 t i " :  of noc:in:ti G:;P, 2nd  i n  a s s e s s i n g  tlie b e h a v i o r  o f  money demand, 

i i c  beliC2ve t h a t  tlic C o : r x i t t c e  migh t  h a v e  g r e a t e r  a s s u r a n c e  o f  a c h i e v i n g  

r o n c t a r y  g rowth  r a c e s  o v e r  t h e  n c s t  few months  c o n s i s t e n t  w i t h  i t s  l o n g e r -  

r u n  t a r g e t s  i f  t i ic  Ucsk moved t o  a n  o p e n  m a r k e t  o p e r a t i n g  t e c h n i q u e  t h a t  

p l a c e d  iiiorc c! i iphasis  on f n c t o r s  d i r e c t l y  i n f l u e n c i n g  the s u p p l v  of money. 

Thus,  t l ic  p r o c e d u r e  i.:e will d e s c r i b e  i n  t h e  next  s e c t i o n  i s  b a s e d  on 

s u p p l y i n g  an amount o f  mone ta ry  b a s e  and bank r e s c r v e s  d e s i g n e d  t o  be  

c o n s i s t e n t  w i t h  t he  C o n n i t t e e ' s  c h o i c e  of a g g r e g a t e s .  

- 11 I t  appe<#L~s  u n l i k e l y  t h a t  bJnk  c r e d i t  c o u l d  i n  p r a c t i c e  grow s l o w l y  
enough i n  t h e  f o u r t h  q u a r t e r  t o  f a l l  w i t h i n  i t s  r a n g e  fo r  t h e  y e a r .  
To r e n c h  t h e  u p p e r  l i m i t ,  q u a r t e r l y  a v e r a g e  g rowth  in t h e  f o u r t h  
q u a r t e r  i.:ould h z v e  t o  b e  a l i t t l e  l e s s  t h a n  4 p e r c e n t .  



j- 

c~!; o f  c!rscrii>i:i!: t l ie  reserve o p e r a t i n g  p r o c e d u r e ,  w e  

ha>:<: ~ a k ~ . t i  n rcserv i :  paiii c o n s i s t c n :  w i t i r  l i m i t i n g  growth  i n  t h e  a g g r e g a t e s  

t o  r3:i-s c l o s z  to>i io: ic  i n  t h e  r i g h t  hand p a n e l  of t h e  t a b l e  o n  page  3 .  

On i l l ?  a s s u r . p t i o n  t i i 3 t  t h e r e  i s  e q u a l  l i k e l i h o o d  o f  e x c e e d i n g  o r  f a l l i n g  

short o f  r o n r y  s i i i )p ly  o ’ o j c ~ c t i v e s - - b e c a u s e  of  s l i p p a g e s  t o  be  d i s c u s s e d  

Sclo. . i - - t i ic  i 1 l l : s t r ~ t ~ d  r c s c r v c  pail1 d o e s  c o n t a i n  some r i s k  t h a t  some 

a g f ; r e g ~ t c <  ;orild c:.:cced t a r j ; c i ,  p a r c i c u l a r l y  :.1-2 which i s  t a r g e t e d  a t  

t h c  t o p  o f  i t s  l o n x c r - r u n  rany,e i n  i ~ n y  e l .ent .  Ilic C o r m i t t e e  c o u l d  

m i n i T i z e  sucli r i s k s ,  i f  i t  xis! ied,  by c h o o s i n g ,  s a y ,  a p a t h  be tween t h o s e  

i n  tile L:.:o ;,:incls o i  Liic t 3 b I c .  

... 
~ ! i c  i i r s t  column o i  t l ie  t a b l e  be lo * .  shows t h c  d e c e l e r a t i o n  i n  

jiro:;ch o i  t h e  : : o n c t ~ r y  b a s e  rind to:31 r e s e r v e s  be tween now and yea r -end  

pr~scntl:,. estin::itcd 3 s  n e c d c d  t o  r e s t r a i n  growth  i n  money t o  t h e  dimen- 

s i o n s  i n i i i c a t c d  i n  ti;c r i g i i t  p 3 n c l  o i  t h e  p r e c e d i n g  table.’’ Rates  o f  

ir iir .,.~,? ~ ~ . s e  l o r  pr i . ccd ing  moniiis 3 r c  a l s o  s!iovn i n  a d j a c e n t  columns.  

S e p t .  t o  J u l i e  t o  P h r c h  t o  Dec. t o  
Dcc. S e p t .  J u n e  ?!a KCh 

T o t a l  n o n c i r ; r y  ba-,c 8.0 12.5 4 . 7  4 . 2  

T o t a l  r c s c r v e s  7 .O 11.1 -3.9 -4.4 

is5 n o i e d  zbo\.e, sucl i  a reserYe p a t h  be tween  n o w  and  y e a r - e n d  i s  

d e s i g n e d  t o  l e a d  t o  p o s - t h  i n  money s u p p l y  a g g r e g a t e s  oVer t h e  y e a r  w i t h i n  

- I /  On a q u n r t c r l y  a v e r a g e  b a s i s  t h o u g h ,  f o u r t h  q u a r t e r  growth i n  t h e s e  
r e s e r \ ’ e  a g g r c g 3 t e s  w o u l d  p r o b a b l y  b e  h i g h e r  t h a n  i n  t h e  t h i r d  q u a r t e r  
in vie..; o f  t h e  v e r y  h i g h  levels r e a c h e d  by  t h e  end o f  t h e  t h i r d  q u a r t e r .  
?lie b a s e  and t o t a l  r e s e r v e s  would i n c r e a s e  10 and 9 p e r c e n t ,  r e s p e c t i v e l y ,  
on ii q t i ~ r t c r l y  a v e r a g e  b a s i s  i n  tile f o u r t h  q u a r t e r ,  a s  compared w i t h  
groi;tli r a t e s  of 9 . 7  and 6 . 2  p e r c e n t ,  r e s p e c t i v e l y ,  i n  t h e  t h i r d .  
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t h e  i:e:,:C's iarg:c:trd r n i : ~ ~ ,  ' ou t  vcll i n t o  tiic uppcr h a l f  of thosc  r a n g e s .  

Ilox:c~:cr, bcc3usc of v a r i o u s  s l i p p a g c s ,  any  r c s c r v c  p a t h  t h e  Committee 

c s t a b l i s h c s  csii,  of  c o u r s c ,  l c a d  t o  Growth i n  t h c  m n c t a r y  a g g r c g a t c s  

d i  f f c r c n t  from c:.:pcc t a t i o n s .  

Tlicre a r c  L i i o  chic:  s o u r c c s  of s l i p p a g e .  F i r s t ,  t h e r e  i s  a lways  

thc clinncc t h a t  v a r i a b i l i t y  in t h c  n u l t i p l i c r  r c l a t i o n s h i p  betwccn r c s c r v c s  

a n d  nonc] cou ld  lcrid t o  n o r e  ( o r  l c s s )  m n c y  growth t h a n  cx:,cctcd--though. 

i f  the p ~ i h  i s  adhc rcd  t o ,  a n  c s c c s s  growth i n  onc  v a r i a b l e  such  a s  ?1-2, 

o r  13aak c r e d i t ,  n i g h t  b c  o f f s e t  by s low growth i n  a n o t l i c r  v a r i a b l e ,  such  

a s  X-1. Sr.cond, s1 ippa~ :c  cou ld  occur  b c c a u s c  n o r c  (o r  l c s s )  t o t a l  

r c s c r g c s  a n ?  supplied r - c l a t i s c  t o  p a t h  citlicr bccausc  o f  c n l a r g e d  ( o r  

r c d u c c d j  riez'ocr bn?:.k b o r r o x i n g  o r  b c c a u s c  of s i z a b l c  ( o r  s m a l l )  r e s e n e  

2 r o v i s i o n  of nonborroi.ied r c s c r v c s  by tlic Dcsk causcd b y ,  s a y ,  a F e d e r a l  

i u n d s  ';ate c o z s t r a i n t  o r  1 a r g c  uncspcc tcd  movcncnts i n  rcscrvc f a c t o r s .  

Ezcause of t!icsc r i s k s ,  i t  v o u l d  b c  c:.:pcctd t h a t  t h e  b a s i c  

rcsc:-vc or r m n c t a r y  b a s e  p 3 t h  would b c  r c a s s c s s c d  a t  c a c h  m e e t i n g  of the  

FO:.:C a l o n g  v i t h  tiic c o n s t r a i n t s  p l accd  on Dcsk o p e r a t i o n s  i n  r e l a t i o n  t o  

th3: p a t h .  

To g u i d c  Dcsk o p e r a t i o n s  i n  t l ie i n t c r n c c t i n g  p e r i o d ,  the  Desk 

would be p r o s i d c d  w i t h  c s t i r a t c s  f o r  the  b a s c  and  t o t a l  rcscrvcs ovcr 

t h a t  p e r i o d  c o n s i s t c n t  v i t l i  thc FOTlC's l o n g e r - r u n  p a t h .  In c u r r c n t  

c i r c u n s t a n c c s ,  onc such pat11 f o r  tlie monetary base  w o u l d  b e  thc 8 p e r -  

c e n t  a n n u a l  r a t e  o f  i n c r c a s c  ( s e a s o n a l l y  a d j u s t e d )  noted e a r l i e r  f o r  

t h e  p e r i o d  from S c p t c n b c r  t o  Dcccmbcr. Ilowcvcr, t h c  T r a d i n g  Dcsk o p e r a t e s  

on, and c o n t r o l s  d i r c c t l y ,  , o n l y  t h e  nonborrowcd components of t h e s e  a g g r c g a t e s .  

T h u s ,  t h c  Desk would  b c  o p e r a t i n g  t h r o u g h  nonborrowcd r c s c r v c s ,  and a n  

i n i t i a l  p a t h  f o r  such  r c s c r v c s  would bc p rov ided  a s  a s t a r t i n g  p o i n t .  A s  
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t i ie  i n t c r n t ~ c t i n g  iici-ioJ p r o c c c d c d ,  ti,oiiGii, t h e  f a m i l y  o f  measures-- 

t o  t 3 i  bn<:c,  t o t , ? ]  r c 7 t  r v e i ,  a n d  nonSurrowcd r c s c r v c s - - u o u l d  p r o v i d e  t h e  Desk 

xiti1 f l c > : i I ) i l i t : ;  10 n l l o i ;  f o r  s a c h  f a c t o r s  a s  csogenoi ls  s h i f t s  i n  t h e  demand 

l o t  5el-r(:...:in::, c i i s n : : ~ ~  i n  c u r r e n c y  Ciows and o t h e r  e l c m r n t s  s f f e c t i n g  n ~ u i t i p i i e r  

rc l J t i@!i , ; ! : ips ,  or : ; i i s rp  c x p ~ n . ~ i o n  o r  c o n t r j c t i o n  i n  demands f o r  nloney and  c r e d i t  

, 

T I I ~  I - C S C L Y ~  c s t i m t c s  f o r  tilc i n t c r m c c t i n g  o p e r a t i n g  p e r i o d  

v o u l d  a l l o : ~  for nox.?l  s c a s o n n l  movements i n  d e p o s i t s ,  would r e f l e c t  t h e  

t r c n d  r a t e  of g rov t l i  i i r p l i c i t  in the  C o n m i t t c c ' s  reserve t a r g e t ,  and ,  t o  

tile c:.::cnt t h a t  t h e r e  :i3s a c l c s r  reason t o  d o  so ,  3 l l o w  f o r  w e e k l y  o r  

mo:1till!; d e p o s i t  x .nr ia t io i i5  a r o u n d  t h c  t r c n d .  W i t 1 1  s u c h  a l l o ; j a n c c s ,  a 

sensonal l?? .  i i n3d jus t cd  l c v c l  of t h e  t o t 3 1  n o n c t a r y  b3sc would b e  con-  

s t r u c t e d  i o r  t b e  i n t e r m e t i n g  p e r i o d ,  3 s  wel l  3s mcasurcs  of t o t a l  

rererve ( t h e  d i f f e r c n c c  r q i - c s e n t i n g  e s t i m t c d  c u r s c n c y  h o l d i n g s  o u t s i d e  

) a:iJ noi!i>or::wwd r c s c r c s .  

:: : , , P L ! , ~ \ J  i i , l -  :<,.,.11 ip;., tilt i c ~ > . r l  u f  iiunborroi.>cd rCsci\ 'cs wauld 

b c  t o  t a k e  ~ i i c  zver3>:c l e v e l  01 b o r r o w i n g  i n  r e c e n t  wecks and  s u b t r a c t  

t h c x  f r o m  t o t a l  r c s c r v c s .  O r  t h e  Conr. ; i t tee  c o u l d  t 3 k c  a d i f f c r f n t  l e v e l  

- -c iLI lc r  ili!;l,cr or lower - -depe i id ing  i n  p a r t  on w h e t h e r  i t  

w i s h e s  t o  t i l t  n o ; ~ c y  m r k e t  c o n d i t i o n s  toward t i g h t n e s s  or e a s e  in t h e  

p e r i o d  a l icad .  i i l ic t i lcr  money m r k c t  i n t e r e s t  r a t e s  would t e n d  t o  r i s e ,  

o r  rise nore t l i3n t i lcy o t ! ,c rwise  w o u l d ,  t i i cn  d e p e n d s  on w h e t h e r  t h e  

d c m n d  f o r  t h c  t o t a l  n o n e t a r y  b a s e  o r  t o t a l  r e s e r v e s  wcrc strolig r e l a t i v e  

t o  tiic FO:.IC's p 3 t h .  

banks  b o r r o w i n g  would t e n d  t o  r i s e  a s  t h e  Desk a d h e r e d  t o  t h e  i n i t i a l  

p 3 t h  l e v e l  nonborrowed r e se rves .  C o n v e r s e l y ,  i f  demands were weak,  t h e  

funds  r a t e ,  a n d  t h e  l c v e l  of member b a n k  b o r r o w i n g ,  would t e n d  t o  

d e c l i n e .  

I f  s t r o n g ,  t h e  f u n d s  r a t e  and  t h e  l e v e l  of member 
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u r c s  on banks  a s r o c i a t c d  w i t l i  t h e  r i s c  i n  borrowing 

I.:CIC nd)t s u f f i c i e n t  L o  bcgin r c d u c i n z  t h e  d e m n d  fo r  tlie t o t a l  b a s e  o r  

t o t 3 1  reserves ovc'r t i le opc raL ing  p e r i o d  toward rhe d e s i r c d  l c v e l ,  t h e  

Desk migilt 3 t  t h a t  p o i n t  mike a n  a l l o w a n c e  f o r  t h e  e n l a r g e d  amount o f  borrowed 

r i S r s \ ' E I :  :?:iJ t.?ki. 3 c i i e n  i o  lo..wr nonbosrowcd r e s e r v e s  below t h e  i n i t i a l  p a t h  

l c v f l ,  proir idcd t l i c r c  va:; roo3  t o  d o  s o  i c i t h i n  a n y  F e d e r a l  f u n d s  r a t e  

c o n s t r a i : i t  t h a t  :!ic C i x x i t t c c  r . i g h t  w i s h  t o  inpose .  S y m e t r i c a l  r e a s o n -  

i r , ~  would sugj ics t  f l e z i b i l i t y  f o r  r a i s i n g  nonborrowed r e s e r v e s  above t h e  

i n i t i a l  path i f  tlie t o t a l  b a s e  and t o t a l  reservcs were s i g n i f i c a n t l y  weaker 

t h a n  tlic C o r n i t t e e  x.:i:;lied--again to t h e  e x t e n t  p e r m i t t e d  by a F e d e r a l  f u n d s  

rate cCn: . i r ; l i n t .  

T h e  Co; :3i t tce  would c l e a r l y  have t h e  o p t i o n  o f  " b i a s i n g "  t h e  

r e s u l t  :o::ard rioney r:mrket t i z l i t n e s s  o r  c a s e  t h rough  i t s  d c c i s i o n  on 

: ! ic  grobxii p a t h  of tile n o n c t n r y  base  o r  t o t a l  r c s e r v c s .  Fo r  esample, i f  

t i i t  Corxi ' . tec c110:~c t o  r educe  the g rov t i i  i n  r e s e w e s  more s u b s t a n t i a l l y ,  

o r  nore q c i c k l y ,  tiian i s  impl i ed  by the  8 p c r c e n t  S e p t c n b e r  t o  Decenber 

t o t a l  base  growth p a t h ,  tlic i n i t i a l  nonborrowed resfrise p a t h  f o r  a n  i n t e r -  

n c c t i n g  p e r i o d  dei-i.:cd by  s u b t r a c t i n g  t h e  r c c c n t  l c v e l  of b o r r o v i n g  would 

b e  lo.,-cred. C u L  nr, t h c :  Desk adhered to t h i s  p a t h ,  a r i s c  i n  ttic l e v e l  

of  borroving; a n d  i n  noney m i r k e t  r a t e s  would a l m o s t  i m c d i a t c l y  o c c u r ,  

assuming tl ic C o x i i t t c c ' s  t o t 3 1  r e s e r v e  pati1 was s l o w e r  t h a n  n u r k e t  

clcmnd f o r  resci-vcs a t  p r e - e x i s t i n g  i n t c r e s t  r a t e s .  

r. Lhcrc ~, ,ould be o t h e r ,  morc t c c l i n i c a l  r e a s o n s  f o r  a d j u s t m e n t s  i n  

the i n i t i a l  ~:onborro:ied p a t h  between C o n n i t t e e  m c e t i n g s .  A change i n  t h e  

d i s c o u n t  r a t e  would a l t e r  the r e l a t i o n s h i p  between t h a t  r a t e  and market  



r:itc!Tr a n d  t i l c reby  cIi3n~;e t h e  d e m n d  f o r  bo r rowing  f o r  a n y  g i v e n  l e v e l  

of t o t 3 1  reserves. 

l o a n  p r o c c d u r e s  would c l e a r l y  n e c e s s i t a t e  o f f s e t t i n g  a d j u s t m e n t s  i n  

nonborro::cd r e s e n e ! ; .  F i n a l l y ,  changes  i n  d e p o s i t  n ix  o r  c u r r e n c y  f rom 

e: . :pectat ions r:if;ht 1 -equ i r c  a d j u s t m e n t s  i n  reserve t a r g e t s  be tween meet - 

i n s "  b a s d  en a n  undci-::tnmlir.g of t h e  Committee's v i e w s  a b o u t  b e h a v i o r  

of Bey m n c t a r y  n g g r c g a t e s .  

b e t m e n  Kioncy, bank c r e d i t ,  and rcscrvcs x ~ o u l d  g e n e r a l l y  be r e a s s e s s e d  

Or a n  e x p a n s i o n  of menber bo r rowing  u n d e r  emergency 

- 11 
I n  a n y  e v e n t ,  t h e  m u l t i p l i e r  r e l a t i o n s h i p  

.?t. t i > < ,  1 i -  :... i.!. (-.?c]: :..,~,,.:.i:l.,,. 

I /  l o r  i--' , t . , L , - ~ : ~ r ~ ' ~  : ! : $ .  : ! t i l t i ; > !  i c ~ , , -  r e l n t i o n s i i i p  in tile r i n l r t h  q u a r t e r  be tween  - 
r c  :: " i .I:. . i ,, ' :, : , ,1- i l l  L ! : X  t,35lL' on p.7j.t~ 5 a n d  Lhc ::ioii<~y s u p p l y  assumes :  
,::rc-,::Ii in ct:t.i-~.;ic' .- I i c l i !  o i i t  s i d e  m c ~ i ! > ~ . r  h ;~nks  a~ 3 r n i c  S 0 : n e ~ ~ h a t  be low 
i t s  t i i i r d  q u a r i c r  p 3 c c ;  a d e p o s i t  n ix  c o n s i s t e n t  i c i t l i  r e c e n t  p a t t e r n s ,  
i n c l u d i n g  c o n t i n l i e d  grnwtii oi large C D ' s  3 t  a m o d e r a t e  r a t e ;  and a v e r a g e  
E:.:CESC rc*svr\z'c l>olcling:s b y   bani.:^ f o r  t h a t  p e r i o d  o f  y e a r .  Given t h o s e  
e s t i n : a t ( ' s ,  nn ui ie? :pcc tcd ,  s h a r p  d e c l i n e  i n  o u t s t a n d i n g  C D ' s  would r e l e a s e  
ri~.c.erv('s t h i i i  c o i ~ l d  be  u s e d  i O K  e x c e s s i v e  money s u p p l y  e x p 3 n s i o n  u n l e s s  
t h c  I l e s k  i i c r c  a b l c  t o  a b s o r b  t h e s e  r e s e r v e s ;  d o i n g  so c o u l d  well r e q u i r e  
n lo%:ering o i  thc: nonborrowed r e s c r v c  t a r g e t .  On t h e  o t h e r  h a n d ,  3 

s h a r p  r i s e  i n  CD's c o u l d  a b s o r b  r e s e r v e s  and r e t a r d  money expJnSiOn. 
l.2ietlicr t h e  Con:ai t t e e  would h ' ish  t o  have  t h e  Desk p r o v i d e  more non- 
borror.:cd unde r  t h e  l a t t e r  c i r c u m s t a n c e s  would  depend on  t h e  e x t e n t  t o  
x .4~ ic l i  i t  i i i s h c d  t o  use t h e  reserve  b a s e  a s  a means of  c o n s t r a i n i n g  bank 
c I- cd i L I: I~V...: t t i  . 
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s h o r t - r u n  changes whose consequences canno t  be  f o r e s e e n  a t  t h i s  t i m e  

( b e f o r e  w e  have had any e x p e r i e n c e  w i t h  such a r e s e r v e  o p e r a t i n g  t e c h n i q u e ) .  

However, t h e r e  would be no  pu rpose  i n  moving t o  a r e s e r v e  t a r g e t  

o p e r a t i n g  procedure i f  t h e  i n t e r m e e t i n g  F e d e r a l  funds r a t e  c o n s t r a i n t  

were narrow,  o r  i f  t h e  r a t e  were not f r e e  to f l u c t u a t e  o v e r  a f a i r l y  

w i d e  r a n g e  on a day-to-day or week-to-week b a s i s .  

t h e  r ange  of v a r i a t i o n  be  a t  l e a s t  3 o r  5 p e r c e n t a g e  p o i n t s ,  wi th  even 

w i d e r  v a r i a t i o n  p o s s i b l e  w i t h i n  a day ( a s  o c c u r s  now on c e r t a i n  d a y s ,  

s u c h  as  t h e  l a s t  day  of  s t a t e m e n t  weeks).  

a lways  o p e r a t e  w i t h i n  t h e  c o n s t r a i n t  o f  a v o i d i n g  d i s o r d e r l y  market 

c o n d i t i o n s .  

We would s u g g e s t  t h a t  

Of c o u r s e ,  t h e  Desk would 



' i h c  Dc ib , ' . ~  o L j i . c t i v c  u n d e r  c h e  approach  e n v i s a g e d  h e r e  would b e  

to  o!>c.rntc on 3 ' ' i ~ m i  I ? "  oC r w n c t a r y  b a s e  and r e s e r v e  t a r g e t s .  I n  t h e  

s ~ n . s e  o f  nr i  i F : x d i . i L k x  o1,jccti i .e o i  d a y - t o - d a y  Desk a c t i o n  t h e  f o c u s  

~ . e u ! d  b r  c:i no:.borro.;~.J i-c'sc?r'r'cs, b u t  ovcr  the  c o u r s e  of  a n  i n t e r m f e t i n g  

period t ! i c r ?  ~ . < , ~ i i l d  n l c n  bc ,in e f f o r t  L O  r c a c h ,  or move toh'ard, t h e  p a t h s  

for c o t 3 1  . -L fnc ' t : i r?  l 3 . i ~ ~  rind t o t a l  r c s c r v e s ,  making needed  i n t e r i m  a d j u s t -  

a c n t s  i:i : i v  s ! i o r t - r , i n  n o n b o r r o x e d  r c s c r \ ' c  o b j c c t i v c .  

~ : .  , . I .  .. - 1 i i i x  ; > c > i ! . , L  f o r  o/,cii ~ ~ ~ : i i - k c t  operations voi i ld  b c  t h e  

:'I$. , :  !..:..i < . :  : ,  , . ,  :.", .! r , . t : : , t ~ s  t r '  lir ; i t r 3 in r .d  O\:,,I~ tiic i n t t ~ r m c e t i n g  

p e r i o d ,  t o " r . t  r.:i::: c s t i r a t c s  of xcc ; r ly  p3tl l  l e v e l s  f u r  tiicse a g g r e g a t e s  

t..,.:: i ! , ,  . i . i  i i ' i !  n:'cr.i):e ( a 1  1 c ( '3s i i : -a l  1'; ;inni! j i : s L e d ) .  hs 

d r ? c i - i b r ~ !  c:i 1-1 i ,':- . 1 '  j > : ; t ! i  l c v c l s  i r r  ;Xi: a r c  d c r i v c d  h:: s r . a r t i n g  w i t h  

t!ie to:;il z:mc:ar:.' b3sc pa:!i c o n s i s t e n t  w i t h  d e s i r e d  p e r f o r m n c e  of t h e  

x ~ : r c p : c s ,  r:u!>ti-actini: c u r r c n c y  outs:andi.ng, and  Liien s u b t r a c t i n g  a n  

3ss;ned l c v c l  of  I oi-l-cT.ginj:s. 

Tile t a b l e  b e l o w  s1ioi:s s u c h  c s t i m t c s .  It u s e s  t h e  r e c e n t  l e v e l  

o i  borro;din:; i n  dcr iv in! :  Lhe ::IjR p a t h ,  b u t  t h e  C o n n i t t c e  c o u l d ,  o f  c o u r s e ,  

clioose a d i i i c r e i i :  i n i t i a l  b o r r o w i n g  a s s u n p t i o n  s i iou ld  i t  w i s h .  A h i g h  

borrowin:; l e v e l  h.suld t e n d  t o  t i g i i t e n  xoncy  mrker  c o n d i t i o n s  r e l a t i v e  

t o  c u r r e n t  c o n d i t i o n s ,  and  3 l ower  l e v e l  would t e n d  to c a s e  them. The 

c l io icc  i:oi:ld depc: id ,  i n  p a r t ,  on whe the r  t h e  C o m i t t e e  wi shed  t o  tilt 

t h e  t h r u s t  o f  o p c i - a t i o n s  morc t o r ~ a r c !  t i g h t n e s s  or toward e a s e  of money 

mrjtft c o n d i t i o n s  ovcr t h e  o p c r a t i n g  p e r i o d .  
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Averace L e v e l  
~ 

f o r  I n t e r m e e t i n g  Week Week Week Week 
4 - 3 - 2 __ 1 - P e r i o d  

D e s i r e d  Total 
Reserve P a t h  40 .25  4 0 . 1  40 .2  40.3 40.4 

Assumed Hember 
Bank Borrowing  1 . 2  1 .2  1 . 2  1 . 2  1 . 2  

I n i t i a l  f iEC P a t h  39 .05  35 .9  3 9 . 0  3 9 . 1  39.2 . 
-. 

I n  c a r r y i n g  o u t  i t s  o p e r a t i o n s ,  t h e  Dcsk of c o u r s e  would  also 

h a v e  p r o j e c t i o n s  of  !:El? for c ~ c h  week o f  t h e  i n t e r m e e t i n g  p e r i o d  based  

on e x p e c t e d  b e h a v i o r  of r ra rke t  f a c t o r s  a f f e c t i n g  t h e  s u p p l v  o f  NBR, such  

a s  f l o a t ,  T r e a s u r y  b a l a n c e s ,  c u r r e n c y ,  e tc .  I n  a d d i t i o n ,  t o  a i d  t h e  

Desk i n  g a u g i n g  t h e  t i s i n g  of i t s  r e s e r v e  o p e r a t i o n s ,  i t  would b e  pro-  

v i d e d  v i t h  weel i ly  p r o j e c t i o n s  o f  t h e  l i k e l y  decwnd f o r  t o t a l  reserves 

a t  c u r r e n t  i n t e r e s t  r a c c s .  Siippose t h e s e  d e m n d s  a r e  r u n n i n g  h i g h  

b c c 3 u s e  cioncy d c m n d  ( a d  Iieiice banks  ' demand for r c q i i i r e d  r e s e r v e s )  

i s  r u n n i n g  s t r o n g .  Such p r o j c c t i o n s  a r e  slioim b e l o w  i n  e o n p a r i s o n  w i t h  

t h e  d e s i r e d  p a t h .  

:iverage Level 
f o r  I n t e r n e e r i n g  Veck i.Teek Week Week 

4 - 3 - 2 
I_ 

1 __ T r r i o d  
Demand f o r  

T o t a l  PLeserves  $0.55 4 0 . 2  40 .5  4 0 . 7  4 0 . 8  

D e s i r e d  T o t a l  
Reserve  PaLh (10.25 4 P . 1  40.2 4 0 . 3  40.4 

Anount Dcr-?nded 
Above P a t h  . 3  .1 . 3  .4 . 4  



l r ' i t i t  more deimnd f o r  t o t a l  reserves t h a n  tlie Committee w i s h e s  

t o  see  s u p p l i e d  menher baxk bo r rowing  w i l l  have  t o  r i s e .  

i f  t i l e  Desk r eached  the fo~.ir-veek a v e r a g e  nonborroved  l e v e l  o f  33.05  

shoim i n  t l le  t o p  t a b l e  on p. 1 1 ,  bo r rowing  XJoiild r i s e  by $ 3 0 0  m i l l i o n  t o  a n  

a v e r a g e  l e v e l  of  $1.5 b i l l i o r i  over  t h e  p e r i o d  and  t h e  f u n d s  r a t e  would 

r i s e  by, s a y ,  50-75 b a s i s  p o i x t s .  .Such a t i g h t e n i n g  of  t h e  money marke t  

may n o t  b e  s u f f i c i e n t .  however, t o  cuke  s i g n i f i c a n t  p r o g r e s s  i n  b r i n g i n g  

t o t a l  r e s e r v e s  toward i t s  d e s i r e d  p a t h .  Tile Desk may, t h e r e f o r e ,  t a k e  

a c t i o n  t o  r e d u c e  NER be low p a t h  so l o n g  a s  i t  was p o s s i b l e  w i t h i n  a n y  

Fede ra l  f u n d s  r a t e  c o : i s t r a i n t  a d o p t e d  b:: t!le C o r m i t t e e .  

I n  t h i s  example ,  

. 

._ 

Assuming t h e  Desk d i d  i n  f a c t  r e d u c e  ITBR b e l o w  t h e  p a t h  unde r  

t h e  c i r c u m s t a n c e s ,  the  r e s u l t s  a f t e r  t h e  four -week p e r i o d  was o v e r  might  

be a s  i n  t h e  t a b l e  be low ( a c t u a l  results a r c  u n d e r l i n e d ) :  

. .  . . .~ :.. . :, 

1 
~ 

f Jo .2  

40.1 

40.2 

33.9 

38.5  

- 

- 

1 . S  - 

40 .5  40.7 40.8 

40.2 40 .3  40 .4  

40 .4 40.6 40.5 

39.0 3 9 . 1  33.2 

39.1 39.3  38.6 

- - - 

- - - 
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Viti iout n i t c n p t i i i g  t o  t r a c c  s p e c i f i c  Desk o p e r a t i o n s  over  t h e  

course of t h e  p c r i b d ,  the u c t u 3 l  t o t a l  reserves came i n  $180 m i l l i o n  

on a v e r a g e  above tile d e s i r e d  p a t h ,  wlii lc nonborrowed was $200 m i l l i o n  

on a v e r a g e  bcIow i t s  i n i t i a l  p a t h .  flowcvcr, a s  t h e  month progressed  

a c t u a l  t o t 3 1  r c s c r v c s  novcd back toward tlic d e s i r e d  l e v e l ,  p a r t l y  i n  

r e s p o n s e  t o  p r e s s u r c  pu t  on by t h e  Desk a s  i t  movcd NBR e a r l y  in t h e  

p e r i o d  t o  a t r a c k  t h a t  m s  below pat l i  and f o r c e d  mcmbcr banks t o  increase  

bOrrOiJ ings  t o  o b t a i n  nccdcd r c s c r v c s .  Borrowings r o s e  t o  $1.8 and $1.9 

b i l l i o n  i n  tlie f i r s t  two cjer:ks. By t h e  end of  the per iod  borrowing had 

dropped back t o  $1.1 b i l ~ l i o n  a s  t - o t a l  r c s e r v c s  were moving back t o  p a t h  

and a s  mo;iey gro;,.tli s c e x d  t o  be moderatiii:;. 

* 

T i l e  fc,x~p!:niTl!: i 1 lii:;Lratio:, i l r g 1 i . c ~ ~  a nimhcr of o t l ic r  t e c h n i c a l  

p o i n t s  t t i a t  m i g l i t  a r i s c :  in p r a c t i c e .  

t h e  " s l i p p a g e "  duc to v a r i a t i o n s  i n  i!,c m u l t i p l i c r  r e l a t i o n s h i p  between 

r c s e r ~ c s  a n d  mo11c~~--~.1cre r e f c r r c d  t o  c o r l i c r  i n  t h i s  memorandum. 

cecl i i l ic-1 p o i n t s  t!lat t!ic Dcsk r ~ ~ o u l d  have to k c c p  i n  mind would r e l a t e  

t o  s u c h  m t t c r s  a s  sudden b u l g c s  in e x c e s s  re5ervfs a t  t h e  end of a s t a t e -  

ment IICCI:, wli icl~ a p p e a r  t oo  l e t c  t o  be  removed by Desk action and  which can- 

not be c a r r i e d  OVCT to aiintl ier veck .  

gro"tI1, i t  silould n o t  b c  n e c e s s a r y  t o  remove them i n  r e a c h i n g  t a r g e t  reserve 

~ c v c l s .  

S e v e r a l  of t h e s e  p o i n t s - - s u c h  a s  

A d d i t i o n a l  

S i n c e  such c x c e s s e s  cannot  s u p p o r t  deposit 

A ~ ~ o t l ~ e r  p o i n t  t o  kecp i.n mirid i s  tlic p o s s i b i l i t y  of s i t u a t i o n s  l i k e  a 
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C < ~ I : ~ ~ I L L . I -  !~vr,! lkdi~!:: : ,  :I/ L IB , ,  !.(,<I or n t  :I major r u n r y  mark<,f  b a n k ,  t h a t  

cariscs n s r iddcn  rcs['i-vc> sl ior ta i :c t h a t  i s  t e n i p o r a r i l y  accommodated a t  

t h e  d i s c u r i n t  wintloir .  Siich b o r r o v i n ~ : ,  t h o u g h ,  v o u l d  have d i f f e r e n t  

s i g n i f i c n n c c  from the  box-rowing t h 3 t  a r i s e s  b e c J u s e  t h e  Desk i s  

d e l i b e r a t e l y  h o l d i n ! !  b a c k  on t h e  p r o v i s i o n  o f  n o n b o r r o v e d  r e se rves .  

These w o u l d  b e  amon$ t h v  r e a s o n s  - t h a t  t h e  ncsk  vould t e n d  t o  t a k e  g u i d a n c e  

froT a "Ta-n i iy7 '  of p i? i ! i~  Tor t o t a l  m o n c t n r y  b a s e ,  t o t a l  reserves, and 

nonhor rowrd  rcscrves--as :.;r, l I n s  f o l l o w i n g  t h c  Committee's F e d e r a l  f u n d s  

c o n s t r ~ i n t s - - r n t l i ~ r  i .hnn  scc!; inj :  r i g i d  .idIrcrcnc.c L O  n s i n g l e  nonborrowed 

o r  o t h c r  resi-,rvc t a r ~ e t .  

. 




