Implementing Monetary Policy—I

The domestic policy directive, discussed above, guides
the Open Market Desk’s daily operations in the market
for reserves to achieve and maintain the FOMC’s
intended average level of the federal funds rate. For
example, if the federal funds rate is persistently above
the intended level, the Desk must expand the supply of
reserves to restore the appropriate reserve market con-
ditions, thereby bringing down the funds rate to the
intended level. But knowing how much reserves to add
requires, among other things, information about the lev-
els of reserve supply and demand in the market, and the
expected level of reserves that would be consistent with
maintaining the intended federal funds rate. In other
words, to conduct its open market operations, the Desk
needs not only daily estimates of reserve supply but also
a reserve target, or a reserve path, that is based on the
FOMC's intended level of the federal funds rate over the
relevant time horizon.

To implement policy, therefore, the Manager of
the Open Market Account must translate the FOMC’s

directive into operating objectives. To this end, Federal

Reserve staffs in New York and at the Board in
Washington, D.C. develop reserve objectives consistent
with the directive’s instructions. Based on detailed fore-
casts of the demand for reserves and the anticipated
level of discount window borrowing, they create a non-
borrowed reserve (NBR) path, or objective, for each two-
week reserve maintenance period. This path is updated
continuously during the period as projections of the
demand for reserves are revised. The nonborrowed
reserve objectives, together with estimates of the supply
of nonborrowed reserves, serve as the core elements for
judging reserve conditions and for conducting day-to-

day open market operations.

Nonborrowed Reserve Objectives

The starting point for constructing the NBR objective is
the projection of required reserves. Required reserves
are based on checkable deposits held by depository
institutions over the two weeks ending on the Monday
two days prior to the end of the reserve maintenance

period. This means that through much of the period
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required reserves for the current maintenance period are
not known and must be estimated. Staffs at the Federal
Reserve Bank of New York and at the Board of
Governors project required reserves for the current and
two succeeding maintenance periods, using estimates of
the underlying deposit trends, seasonal and technical
factors, and the average required reserve ratios
for small and large depository institutions.

This process of projecting required
reserves considers, among other things,
recent trends in various checkable
deposits as well as the effects of interest
rates and other developments in the
economy on the public’s demand for
those deposits.

Required reserve projections for ‘
the current maintenance period are
marked by considerable uncertainty. Daily reports of
deposits from large banks and weekly reports from a
sample of other institutions help in revising projections of
required reserves during the two-week period. But even
on the last day of the period, the Desk faces some
uncertainty regarding required reserves because of the
lags in reporting and verifying deposit data.

The next step in developing the NBR objectives
is to obtain estimates of total reserve demand by adding
projections of required reserves to estimates of excess

reserves—amount of reserves in excess of requirements.

;

To conduct its open
market operations, the
Desk needs not only
daily estimates of
reserve supply but
also a reserve target,
or a reserve path.

————y

Since banks attempt to keep their reserves, which yield
no income, close to the required minimum, the demand
for aggregate excess reserves does not show significant
changes from one reserve maintenance period to
another. The staff generally uses a “normal” allowance for
excess reserves. But the staff does keep track of actual
and expected variations from the normal level of excess
reserves during the period, and adjusts
its estimates of the demand for total
reserves when excess reserves are
expected to be significantly different
from the normal level.
In the final step, the amount of
borrowed reserves (i.e., seasonal and
adjustment borrowings from the dis-
count window) anticipated to be associ-
ated with the FOMC'’s intended average
level of the funds rate, given the discount
rate, is subtracted from estimates of total reserve
demand. This step creates tentative NBR objectives for
the current and two succeeding maintenance periods.
The staff routinely revises the NBR objectives during the
period as incoming data produce changes in estimates
of required or excess reserves. The allowance for bor-
rowing from the discount window also may be adjusted
during the period if actual borrowing deviates from its
assumed relationship with the federal funds and discount

rates.
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The Manager's Task

In seeking to attain the FOMC'’s desired degree of pres-
sure on reserve positions and the associated average
level of the federal funds rate, the Manager aims at bring-
ing the actual level of nonborrowed reserves into line with
the NBR objective over the current two-week reserve
maintenance period. (Figure 5-1 outlines the main steps
in the decision-making process for day-to-day open
market operations.) This involves comparing the objec-
tive with projections of the supply of NBR made each
business day to see whether the Open Market Desk
needs to add or drain reserves. At the operational level,
the gap between the objective and the estimated supply
of NBR measures the approximate extent to which open
market operations will be needed over the period to
maintain the desired reserve conditions.

Projections of the supply of NBR require a close
examination of the behavior of various factors affecting
reserves. Of those factors, the Federal Reserve System’s
portfolio of Treasury and federal agency securities supply
by far the bulk of nonborrowed reserves; by changing the
size of this portfolio through open market operations, the
Desk can adjust the supply of NBR. However, as dis-
cussed in Chapter 3, many factors outside the control of
the Federal Reserve drain or add reserves and are sub-
ject to substantial short-run variations. Each business
day, the staff responsible for conducting open market

operations receives two sets of estimates of the factors

Figure 5-1
Daily Decisions for Open Market Operations
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affecting the supply of NBR, one from the New York stalff
and the other from the Board staff in Washington, D.C.
These projections form the basis for comparison with
the NBR objective; in judging the need for day-to-day
open market operations, the Desk normally assigns
equal weights to the two sets of estimates.

Working out daily plans for adding or draining
reserves to achieve the nonborrowed reserve objective
may sound a bit mechanical. But, in fact, it is not.
Decisions are made in an environment of uncertain bank
reserve behavior marked by continuous changes in the
outlook for reserves. The forecasts are subject to wide
margins of error, and change on a daily basis in
response to incoming data. Every day, as new informa-
tion flows in, the projection staffs learn how various
reserve demand and supply components turned out the
day before and what new developments may affect
them in the immediate future. The resulting revisions to
the objective and the estimated supply of nonborrowed
reserves underscore the uncertainty in determining the
size of open market operations needed to maintain the
desired reserve conditions.

Reserve levels have increased significantly over
time, reflecting the long-term trend growth of currency
demand. But short-term variability in reserve supplies
and demands caused by factors outside the Fed’s con-
trol generally dominates the longer term growth trend for

reserves. While the predictability of recurrent seasonal

patterns helps in managing short-term variations in
reserve supply and demand, the difficulties of forecast-
ing the reserve effects of seasonal variations in numer-
ous factors remain a significant source of operational
uncertainty.

All this calls for considerable judgment in work-
ing out plans for open market operations. In considering
reserve estimates, the Manager and the Desk staff must
weigh the various factors affecting reserve supplies and
demands and the duration of such effects. They also
must allow for possible revisions to the estimates. The
decision for daily operations attempts to balance the
action indicated by the reserve estimates against the
wide margin of projection error and against other possi-
ble considerations bearing on reserve market conditions,
including recent and prospective trading ranges for the
federal funds rate.

In implementing the directive, the Desk’s pri-
mary focus is to keep federal funds trading centered, on
average, on the FOMC'’s intended rate level. To do so,
the Desk aims at achieving the NBR objective on aver-
age over the reserve maintenance period, but its actions
also take account of the day-to-day pattern of reserve
shortages or excesses as well as current market condi-
tions. The size and nature of actual operations on any
given day are almost always determined in the context of
possible actions both for the maintenance period as a

whole and for the days immediately ahead. The Manager
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and the Desk staff also must consider whether reserve
shortages or excesses are expected to be short-lived or
likely to persist over several future periods. Accordingly,
a decision must be made whether to add or drain
reserves on a temporary or permanent basis.

To get a more concrete sense of the day-to-day
implementation of monetary policy, we will focus on open
market operations in the context of the changing reserve
outlook and related conditions during the two-week
maintenance period ending April 26, 1995. But, first, it
may be useful to provide a brief description of the tools

of open market operations.

Tools of Open Market Operations

Open market operations by the Federal Reserve involve
the buying and selling of Government securities in the
secondary market in which previously issued securities
are traded. When the Fed buys securities from a dealer,
it pays by crediting the reserve account of the dealer’s
bank at a Federal Reserve Bank; in effect, the Fed pays
for its purchase by writing a check on itself. Since this
transaction involves no offsetting changes in reserves at
other depository institutions, the rise in the reserves of the
dealer’s bank increases the aggregate volume of reserves

in the monetary system. When the Fed sells securities to

a dealer, the reserve consequence is exactly the oppo-
site—the payment by the dealer reduces reserves of the
dealer’s bank and of the monetary system.

The Federal Reserve normally conducts its open
market operations in the U.S. Treasury securities market,
which is the broadest and most active of U.S. financial
markets, with overall trading at present averaging more
than $150 billion a day.! The breadth and depth of this
market—as evident in its capacity to accommodate all
types of transactions without distortions and disrup-
tions—are essential for the effectiveness of open market
operations. These characteristics of the Government
securities market enable the Desk to buy and sell quickly,
at its own convenience, and in any amount that may be
required to keep the supply of nonborrowed reserves in
line with policy objectives.

The Open Market Desk uses two general
approaches to add or drain reserves through changes in
the System’s portfolio of securities. When significant
reserve shortages or excesses are expected to persist
for a relatively long period, the Desk may make outright
purchases or sales (and redemptions) of securities that
permanently affect the size of the Federal Reserve
System’s portfolio and the supply of reserves. The Desk

generally conducts outright transactions in the market

1 This dollar amount excludes financing transactions by primary dealers, and refers to purchases and sales of U.S. Treasury securities, including inter-dealer

trades.




only a limited number of times each year, to accommo-
date long-term reserve needs. In recent years, because
of expanded currency issuance and the associated long-
term increases in reserve demand, outright purchases
have been much more common than sales or deliberate
redemptions, and have resulted in a considerable
enlargement of the System’s portfolio of securities.

Aside from the long-term upward trend, most of

or offers to sell securities of a particular type and matu-
rity, generally either Treasury bills—short-term discount
securities with a maximum maturity of one year—or
Treasury coupon securities—currently debt instruments
with maximum maturities of two to about thirty years. In
considering propositions on any given security, the Desk
selects bids with the highest prices (lowest yields) for its

sales, and offers with the lowest prices (highest yields) for

the time reserve surpluses or deficiencies are - its purchases. Typically the outright operations are

expected to be short-lived, either because
seasonal and other technical factors are
expected to be reversed or offset, or
because the outlook for reserves is uncer-
tain. In these cases, the Desk undertakes
transactions that only temporarily affect the
supply of reserves. As described below,
the Desk uses repurchase agreements to ‘
add reserves and matched-sale purchase
transactions to drain reserves on a tempo-
rary basis. Such temporary transactions are designed to
minimize fluctuations in the overall supply of reserves,
and they are used routinely and much more frequently

than are outright transactions.

Outright Purchases and Sales
Normally the Desk conducts outright transactions in the
market through auctions in which dealers are requested

to submit bids to buy securities from the Federal Reserve

In implementing the

directive, the Desk's

primary focus is to
keep federal funds
trading centered,

on average, on the
FOMC's intended

rate level.

arranged for delivery of the securities
within the next day or two. The
timing of outright transactions is
driven primarily by the expected
persistence of excesses or deficien-
cies in reserves; the exact timing of
such operations also considers mar-
ket conditions, as the Federal Reserve
attempts to avoid rapidly rising or falling
markets, and other possible events that
may add to market volatility or impede

price movements.

In late 1995, the Desk adjusted its method for
outright operations in Treasury coupon issues. Instead of
a single, large transaction aimed at the entire range of
the yield curve, the Desk began using a series of smaller
operations, focusing on segments of the yield curve. The
change was designed to speed the turn-around time on

outright operations, and had no policy significance.
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The Desk also may conduct outright transac-
tions in Treasury securities directly with foreign official
accounts on any day when those accounts are buying or
selling securities that match the Desk’s needs. These
customer trades allow the Desk to add or drain relatively
modest amounts of reserves in a timely manner.

Usually, the Federal Reserve replaces maturing
securities in its portfolio by rolling them over at Treasury
auctions so as to avoid unwanted reserve drains.2
Occasionally, however, if the Desk wants to reduce
reserve levels, it redeems a modest portion of maturing
securities from the Federal Reserve System’s holdings.
The Desk generally keeps redemptions modest in size to
avoid complicating the Treasury’s debt management
plans. Redemptions have the same effect on reserves as
outright sales. When the Desk redeems a security, the
Treasury pays the Fed by drawing down its account; this
leaves fewer reserves in the banking system as the
Treasury transfers funds from TT&L accounts into the
Fed account to maintain the normal target level of around
$5 billion.

Repurchase Agreements (RPs)
The Desk uses short-term RPs with dealers to add
reserves on a temporary basis. Under the RP arrange-

ment, the Desk buys securities from dealers who agree

to repurchase them at a specified price on a specified
date. The added reserves are extinguished automatically
when the RPs mature. Itis much more convenient for the
Fed to inject large amounts of reserves on a temporary
basis through RPs—or System RPs as they are usually
called—than through outright purchases. RPs allow the
Desk to respond quickly when reserves fall short of
desired levels and they can smooth the pattern of
reserves for the maintenance period by meeting needs
for particular days. Moreover, transaction costs for RPs
are very low, and acceptable collateral is broadly based
to include Treasury bills, notes and bonds and certain
federal agency securities held by both dealers and their
customers.

The Desk can conduct RPs on an overnight
basis or on a term basis. While the Desk is authorized to
arrange term RPs for up to 15 days, most term RPs are
arranged to mature within seven days. The distribution of
RP transactions among dealers is determined by auction
in which dealers bid for a dollar amount of RPs at a spec-
ified interest rate. With all the offers arranged in descend-
ing order of interest rates, the Desk accepts offers that
carry the highest rates up to the desired dollar amount.

The Desk also has arranged customer-related
RPs with dealers on behalf of foreign official accounts,

generally to meet relatively modest reserve needs. These

2 The Federal Reserve is prohibited by law from adding to its net position by direct purchases of securities from the Treasury—that is, the Federal Reserve
has no authority for direct lending to the Treasury. As a consequence, at most the Desk’s acquisition at Treasury auctions can equal maturing holdings.




customer RPs—as distinguished from System RPs
described above—have been arranged to mature on the
next business day, with their volume being limited by the
total funds available from foreign accounts for invest-
ment. In December 1996, the Desk announced that it is
likely to use customer-related RPs much less frequently

in the future than it has in the past.

Matched Sale-Purchase Transactions (MSPs)

The Desk arranges MSPs with dealers to drain reserves
on a temporary basis. In an MSP, the Fed makes a con-
tract for immediate sale of securities to a dealer and a
simultaneous matching contract to buy them back from
the dealer on a specified date. The initial sale drains
reserves and the subsequent purchase reverses the
drain. MSPs are typically arranged for one to seven days.
They work just like the reverse of RPs in terms of their
effects, and offer a convenient mechanism for respond-
ing quickly to temporary excesses in reserves and for
smoothing fluctuations in the supply of reserves.

In arranging an MSP, the Desk selects a
Treasury bill in which the System has ample holdings and
invites dealers to specify interest rates at which they are
willing to purchase the bills for same-day delivery and to
sell them back for delivery on a particular subsequent
date. The Desk accepts the most favorable propositions
(lowest rates) up to the desired amount of reserves it

wants to withdraw from the monetary system.

Reserve Conditions and Open Market Operations
Figure 5-2 outlines the basic data bearing on the
Manager’s task on Monday, April 17, 1995, the third
business day of the reserve maintenance period.
Required reserves were estimated at a daily average level
of $58.3 billion for the two-week period ending April 26.
Given the discount window borrowing allowance of $100
million and assuming normal excess reserves at $1 bil-
lion, the NBR objective was set at $59.2 billion ($58.3b.
+ $1b. - $0.1b. = $59.2b.). The New York staff projection
for the supply of NBR was $54.6 billion a day, indicating
a need for the Desk to add about $4.6 billion of reserves
on average per day for the two-week period. (A similar
Board staff forecast indicated a reserve need of about
$4.7 bilion.) Tentative NBR objectives and supply pro-
jections for the two subsequent maintenance periods,
shown in the figure, also suggested significant reserve
needs. Note that, at this early stage, the reserve projec-
tions for the two subsequent maintenance periods were
considerably more uncertain than those for the current
period.

Seasonal increases were expected in required
reserves and currency during the maintenance period
then in progress, contributing to large reserve shortages.
Corporate and individual nonwithheld Federal income
taxes were due that Monday, and were expected to yield
heavy, though uncertain, inflows to the Treasury balance

at the Fed for several days.
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On that Monday, the monetary system faced
large projected reserve deficiencies for the day and for
several days thereafter (bottom part of Figure 5-2).
Banks had experienced moderate reserve deficiencies
on the previous Friday when there had been no interven-
tion by the Desk, as the securities markets were closed
for the Good Friday holiday. On Monday morning, excess
reserves for the period-to-date were running negative,
and banks had significant cumulative reserve deficien-
cies, in part because the Treasury balance had turned
out to be higher than expected over the weekend.

Confronted with large reserve deficiencies for

the day, banks had bid up the federal funds rate to the

Figure 5-2

6 1/8 - 6 3/16 range that Monday morning, somewhat
above the FOMC's intended 6 percent level. Other short-
term interest rates also experienced modest upward
pressures. The firmness in the money market likely
reflected the reserve pressures stemming from federal
tax payment flows.

Against this background, the Desk supplied
about $7.7 bilion in reserves by arranging three-day
System RPs on that Monday; as explained above,
System RPs offer a very convenient mechanism for
injecting large amounts of temporary reserves. This oper-
ation lifted the two-week average reserve level by about
$1.65 hillion ($7.7b. x 3 + 14 = $1.65b.). The Desk paid

Estimates of NBR Supplies and Objectives on Monday, April 17, 1995

Millions of Dollars

Path Assumptions

Open Market Operation

Two Week Reserve  Required Reserves Excess Reserves Borrowing NBR Path NBR Projected Supply to Hit Path

Period Ending @) (2) (4)=(1)+(2)-(3) (5) (6)

April 26 58,347 1,000 100 59,247 54,649 4,598
-594e 114e

May 10 56,870 1,000 100 57,770 55,023 2,747

May 24 56,102 1,000 100 57,002 51,654 5,348

Projected Daily Reserve Surplus/Deficiency*

Monday Tuesday Wednesday Thursday Friday

(4/17) (4/18) (4/19) (4/20) (4/21)

-6,925 -5,925 -7,464 -5,974 -3,659

* Surplus/Deficiency is equal to NBR supply minus required reserves on a two-week basis.
e Estimate for the period through the previous day.
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the dealers by giving immediate credits to their banks’
reserve accounts, thereby supplying an equivalent
amount of reserves to the financial system. In the
absence of such a large temporary reserve injection, the
funds rate most likely would have come under additional
upward pressures, moving further above the
Committee’s intended level as banks would have strug-
gled to keep on track toward meeting their
reserve requirements and avoid ending

the day with reserve shortages.

Within the context of uncertain
reserve estimates, the Desk’s decision
was based partly on the sizable esti-
mated average need to add reserves over

the maintenance period, and partly on the

;

The Desk faces
considerable risk that
it might add or drain
more reserves on any

given day than may be
warranted, causing the

immediate past operations. With uncertain reserve esti-
mates and possible projection errors, the Desk faces
considerable risk that it might add or drain more reserves
on any given day than may be warranted, causing the
federal funds rate to move away from the desired level. To
minimize this risk, the Manager responds cautiously to
projections of large uncertain reserve shortfalls or
excesses. Nonetheless, at times, the Desk does add or
drain reserves that are shown, by subse-
quent data, to be out of line with
reserve needs. Usually, the conse-
quences of any such actions can be
remedied quickly, since revised infor-
mation and operations of the previous

day are routinely factored into the daily

federal funds rate to
move away from the
desired level.

even larger anticipated needs for that

Monday and the immediate days ahead.

Accordingly, the addition to reserves was

intended to smooth the reserve situation for that day, but
also to influence the profile of reserve supplies and
demands over the coming days and the whole mainte-

nance period.

Managing Reserve Conditions

Open market operations from one day to the next are
closely related. In its daily actions, the Desk responds to
market factors affecting reserve supplies and demands,

but also takes into account the implications of its own

————y

reserve picture. Late in the maintenance
period, however, it can be difficult to off-
set large revisions.

To look more closely at the continuity
and dynamics of the Desk’s operations, let us follow the
main developments in the reserve outlook and open
market operations after Monday, April 17 through the
end of the maintenance period. Over the next two days,
the reserve estimates continued to indicate a large defi-
ciency for the period, though considerably smaller than it
appeared in Monday’s estimates. However, these
reserve estimates were subject to greater-than-normal

uncertainty because unexpected changes in the pattern
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of incoming tax receipts were making the Treasury bal-
ance particularly hard to estimate. Meanwhile, on both
days, federal funds traded comfortably close to the
Committee’s intended level of 6 percent. With the three-
day System RPs from Monday still on the books, the
daily pattern of reserves indicated no significant reserve
deficiencies on either of the two days. In this setting of
considerable uncertainty about the reserve need for the
period and little immediate pressure on the federal funds
rate, the Desk added only about $1.5 billion in overnight
reserves through customer-related RPs—which are quite
suitable for dealing with modest reserve deficiencies on
an overnight basis—on Tuesday and took no action to
affect reserves on Wednesday.

Difficulties in estimating tax receipts and
Treasury balances continued to cause problems for
reserve projections, but those difficulties seemed to
diminish somewhat in the latter part of the week. On
Thursday and Friday, the reserve estimates were some-
what less uncertain and still showed large needs to add
reserves for the period; on Thursday, the estimated aver-
age reserve need for the period was about $3.8 hillion,
indicating a daily average add need of about $7.6 billion
($3.8b. x 14 + 7 = $7.6b.) for the remaining seven days
of the maintenance period. Banks had only modest
amounts of excess reserves to date on both days. In
view of the continuing large estimated reserve shortfall

for the period, the Desk supplied over $5 bilion of

reserves on Thursday through four-day System RPs, and
another $2.3 billion on Friday through six-day System
RPs. By using these relatively longer duration RPs, the
Desk injected reserves on the day of the operation as
well as on each of the remaining days of the period. On
both Thursday and Friday, federal funds, presumably
cushioned by open market operations, traded comfort-
ably close to the FOMC'’s intended rate level.

By the second Monday, April 24, two days
before the end of the period, the cumulative effect of the
various open market operations (RPs), together with
some partially offsetting revisions to required reserves
and market factors, had lowered the estimated remain-
ing reserve needs significantly. Figure 5-3 shows projec-
tions of the NBR objectives and supplies on that
Monday; these numbers are comparable to those in
Figure 5-2. With upwardly revised required reserves, the
NBR objective for the current period was now estimated
to be about $220 million higher than it had been on the
previous Monday. And the average need to add reserves
for the period had dropped to $1.2 billion from $4.6 bil-
lion on the previous Monday. Still, with only three days
remaining in the period, this amount represented a sig-
nificant reserve shortage, and implied an average need
to add reserves of about $5.6 billion ($1.2b. x 14 + 3) for
each remaining day. Projected reserve deficiencies on
Monday and the next two days were also considerable

(bottom part of the figure), but did not appear to be a
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cause for immediate concern since banks had comfort-
able levels of working balances for supporting payment
transactions at the Fed on Monday, and had ended the
previous business day with significant amounts of
EXCESS reserves.

No unusual pressures seemed evident in the
money market on that Monday, with federal funds trad-
ing at or very near the intended 6 percent level. In this
environment, taking account of possible uncertainty in
reserve estimates two days before the end of the reserve
maintenance period, the Desk supplied about $4 billion
in reserves through 3-day System RPs, meeting about

70 percent of the estimated remaining daily need of

Figure 5-3

about $5.6 billion.

The money market changed little between
Monday and Tuesday, with federal funds continuing to
trade at or near the desired level. Meanwhile, the NBR
path was again revised upward by about $330 million
due to higher estimates of required reserves. With the
upwardly revised NBR objective, Tuesday’s reserve sup-
ply estimates indicated that the Desk would need to sup-
ply significant amounts of reserves on the last two days
of the period. Because the Desk was somewhat uncer-
tain about the banks’ demand for excess reserves, it
opted to meet most, but not all, of the remaining esti-

mated need by injecting reserves of about $3 billion

Estimates of NBR Supplies and Objectives on Monday, April 24, 1995

Millions of Dollars

Path Assumptions

Open Market Operation

Two Week Reserve  Required Reserves Excess Reserves Borrowing NBR Path NBR Projected Supply to Hit Path

Period Ending ()] 2) )} @)=(1)+(2)-(3) (5) (6)

April 26 58,567 1,000 100 59,467 58,272 1,195
637e 143e

May 10 56,765 1,000 100 57,665 53,367 4,298

May 24 55,839 1,000 100 56,739 50,145 6,594

Projected Daily Reserve Surplus/Deficiency*

Monday Tuesday Wednesday
(4/24) (4/25) (4/26)
-2,062 -3,969 -3,866

* Surplus/Deficiency is equal to NBR supply minus required reserves on a two-week basis.
e Estimate for the period through the previous day.
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through customer-related RPs on Tuesday and another
$5.4 Dbillion through overnight System RPs on
Wednesday; the excess reserves were allowed to be
modestly lower relative to the original expected level. On
the final day of the period, the funds rate traded firmly
before the Desk entered the market, and experienced
only modest upward pressures in the afternoon as banks
sought to meet their remaining reserve needs.

Overall, the results for the maintenance period
ending April 26, 1995 were generally consistent with the
operating objectives established at the beginning of the
period to implement the FOMC’s directive. The federal
funds rate averaged 6.03 percent for the period, essen-
tially the same as the FOMC's intended level of 6 per-
cent. Nonborrowed reserves ended the period about
$160 million below the formal path set toward the end of
the period, although the path itself underwent relatively
significant revisions over the period.

The Desk met large reserve needs for the period
through a series of temporary operations, mostly System
RPs. Even though significant reserve needs were pro-
jected to persist beyond the maintenance period, the
Desk did not add reserves through outright purchases of
securities. It had bought sizeable amounts of Treasury
coupon securities in the previous maintenance period
and did contemplate further outright purchases. But the
needs beyond the tax processing period were not suffi-

ciently certain to lead it to act.

Recent Chang es in the Conduct of
Open Market Operations
Figure 5-4 offers a brief overview of changes in operating
procedures since the early 1980s. Throughout the period
since 1982, the FOMC'’s operational strategy has contin-
ued to focus on the costs and other conditions for reserve
availability to depository institutions. But the actual oper-
ating procedures have changed somewhat over time, and
the approach for evaluating reserve availability conditions
is different today from what it was in the mid-1980s.

From 1983 through early October 1987, bor-
rowed reserves were used as the principal guide for
assessing reserve conditions. Specifically, the degree of
reserve pressure sought by the Committee was esti-
mated to be associated with an intended level of adjust-
ment plus seasonal borrowing at the discount window.
The mechanism depended on the banks being reluctant
to borrow from the discount window to a reasonably pre-
dictable degree. Thus, the more the banks were forced
to satisfy their reserve demand by discount window bor-
rowing, the higher they would bid the federal funds rate
relative to a given discount rate. The reluctance to bor-
row arose from Federal Reserve guidelines limiting
access to the window.

In implementing this approach, the Desk used
nonborrowed reserves to satisfy most of the demand for
reserves, with the balance to be met at the discount win-

dow—a balance that was effectively equal to the




intended level of borrowed reserves. At a given discount
rate, the borrowed reserve approach resulted in a rea-
sonably close relationship between discount window
borrowing and the federal funds rate, although the rela-
tionship was less than precise.

To be sure, the borrowed reserve procedure was
implemented in a way so as not to lose control over the
federal funds rate. In its day-to-day operations, the Desk

considered not just the assumed level of discount win-

dow borrowing, but also the degree of uncertainty sur-
rounding the reserve estimates, as well as other signals
about reserve market conditions, including movements
of the funds rate. And, occasionally, the funds rate was
given the dominant position in assessing the reserve
pressures.

On average, however, the FOMC and the Desk
used the intended level of discount window borrowing as

the main factor for evaluating reserve availability condi-

Figure 5-4
Changes in Operating Procedures, 1979-1996

Operating Procedures Implications
Period Key Elements NBR Path Federal Funds Rate Other
1979-82 Target for NBR quantity Based on the FOMC's High levels of volatility; No significant accommodation

of short-run fluctuations in
reserves demand; operations
could signal policy shifts

automatic movements in
the funds rate over a wide
and flexible range

desired money growth

1983-87 Degree of reserve pressure; Consistent with the FOMC's Modest amount of volatility Partial accommodation of
targets for borrowed reserves intended levels of discount within and between short-run fluctuations in
window borrowing and the maintenance periods reserves demand; operations
funds rate could signal policy shifts
1989-93 Degree of reserve pressure; Consistent with the FOMC's Limited variations within Nearly complete
assumed initial borrowing intended federal funds rate maintenance periods accommodation of short-run
allowance around the intended level fluctuations in reserves demand;
operations could signal
policy shifts
1994-96 Degree of reserve pressure Consistent with the FOMC's Limited variations within Nearly complete
and associated federal funds intended federal funds rate maintenance periods accommodation of short-run

fluctuations in reserves demand;
operations do not signal
policy shifts

rate target; new policy around the intended level

disclosure procedures

Note: NBR = nonborrowed reserves
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tions during 1983-87, with short-run market expectations
being allowed to play a relatively modest role in determin-
ing the funds rate. In this setting, the funds rate had con-
siderable leeway to fluctuate without changes in the
desired policy stance. Through much of the 1983-87
period, it was not unusual for the average effective federal
funds rate to vary by 20 to 40 basis points even between
those maintenance periods in which the FOMC had not
sought to change the degree of reserve pressures.

After the October 1987 plunge in stock prices,
the FOMC temporarily abandoned the borrowed reserve
approach and relied heavily on an intended level of the
funds rate to assure adequate liquidity and to calm finan-
cial markets. In 1988, the FOMC returned to the borrow-
ing approach for a while, but found that the relationship
between borrowed reserves and the federal funds rate
had become more uncertain and less reliable, largely
because the reluctance of banks to borrow from the dis-
count window was increasing, and no longer pre-
dictable. This greater reluctance was associated, not
with any changes in Federal Reserve rules, but instead
with the public’s identification of borrowing at the win-
dow with the possibility that a bank was suffering finan-
cial difficulties. The relationship between borrowing and
the funds rate continued to deteriorate over the next two
years, as the average level of borrowing fell steadily but
unpredictably. In fact, by 1989, it was no longer possible

to estimate a meaningful range of the federal funds rate

consistent with a particular allowance for discount win-
dow borrowing. As a consequence, the FOMC and the
Desk were obliged to place less weight on an intended
level of discount window borrowing in implementing
monetary policy. The deviations of borrowing from its
assumed level were routinely accepted as long as they
were consistent with maintaining the money market con-
ditions expected by the FOMC.

The operating procedures begun in the late
1980s have been used throughout the subsequent
period. While the FOMC continues to express its policy
stance in the directive in terms of the degree of pressure
on reserve positions, the federal funds rate is now the
principal guide for evaluating reserve availability condi-
tions, and has therefore become the day-to-day policy
objective for open market operations. The Desk still uti-
lizes an anticipated level of discount window borrowing
in constructing the NBR path, but it compensates for
deviations from that anticipated level by modifying the
NBR reserve objective, formally or informally, so as to
maintain the Committee’s intended funds rate. On aver-
age, changes in the demand for reserves during the
maintenance period are now more fully accommodated
by adjusting the supply of nonborrowed reserves than
was the case in the 1983-87 period. As a result, the
average level of the funds rate during the period is more
closely associated with the intended degree of reserve

pressures than before. The funds rate does fluctuate
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during the maintenance period, but its average value
from one period to the next remains essentially the same
as long as there is no change in the intended stance of

monetary policy.

New Disclosure Procedures
Another, more recent, development that has affected the
conduct of open market operations considerably was
the FOMC'’s change in procedures, initiated in early 1994
and formalized in early 1995, for disclosing monetary
policy decisions immediately after they are made. Until
the end of 1993, the Committee’s policy decisions were
announced with a five-to-eight week lag, through the
release of its minutes, which contain the domestic policy
directive. However, any changes in the stance of mone-
tary policy were quickly communicated to financial mar-
kets through open market operations as the Desk imple-
mented the policy directive. Under the new procedures,
which are now standard, changes in the FOMC'’s stance
on monetary policy, including any intermeeting changes,
are announced on the day they are made. The FOMC
continues to release its directive for each meeting with a
delay, on the Friday after the next meeting.

Before the recent disclosure procedures for pol-

icy decisions went into effect, market participants closely

watched the Desk’s operations to detect policy signals.
The use of open market operations to signal policy
changes created, at times, considerable complications
for the Desk, especially when the funds rate and the
reserve estimates gave conflicting signals. Just as impor-
tantly, the Desk also faced considerable risks that its
day-to-day technical or defensive operations would be
viewed as indicators of policy moves. Such risks were
heightened during periods when market participants
expected shifts in policy.

The recent disclosure procedures have essen-
tially freed the Desk from the risk that its normal techni-
cal or defensive operations would be misinterpreted as
policy moves. Open market operations no longer convey
any new information about changes in the stance of
monetary policy. In implementing the directive, the Desk
carries out a policy that is already known to financial mar-
kets and the public at large, and is no longer concerned
about using a particular type of operation to signal a
change in policy. Of course, market participants specu-
late, just as they always did, about possible future policy
moves, especially in the period immediately leading up to
the FOMC meetings. But, in general, they no longer
closely watch day-to-day open market operations to

detect policy signals.
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