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A Day at the Trading Desk*

By ALAN R. HOLMES
Senior Vice President, Federal Reserve Bank of New York
and Manager of the System Open Market Account

What 1 would like to do is try lo convey to you some
of the flavor of the fascinating job that we at thc Trading
Desk of thc New York Federal Rescrve Bank have in
translating the policy decisions of the Federal Open Mar-
ket Committee into concrete dollars and cents opcrations
in the open market. 1 think it is a good general rule for
the Manager of the System Open Markel Account to keep
his mouth shut and work quietly behind the impersonal
screen of the moncy market. But there secms to be enough
lack of undcrstanding about Federal Reserve opera-
tions in the press, in the academic world, and cven in finan-
cial circles to warrant an attempt to set out for you just
what it is that we do at the Desk and how we go about
it. So this is a “how to do it” talk, not a discussion of
Federal Reserve policy or current monetary problems.

Perhaps the best way to start is to take a quick look
at the institutional framework within which open markct
opcrations are conducted and at the tools of open market
operations. Then I would like to turn to the instructions
we reccive from the Open Market Committee and go on
to a description of how and why wc operate in thec markets.

As you know, open market policy is determined by the
Federal Open Market Committee, composed of the scven
members of the Board of Governors and five Reserve Bank
presidents, Actual operations for the entire System arc con-
ducted by the Federal Reserve Bank of New York which
has been designated by the Commitlce as its opcrating
arm. Each Reserve Bank, however, participates in System
holdings with a daily sharing out of all purchases and
sales among the twclve Rescrve Banks. The Federal

* An address delivered before the twenty-first annual investment
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City, Scptember 18, 1970.

Reserve is not—of course—a profit-oriented institution.
But with a portfolio approaching $60 billion in Govern-
ment sccurities and no problem with financing costs, it
is hard not to make money. Last year carnings from the
System portfolio amounted to over $3 billion, distributed
among thec Reserve Banks, but with the lion’s share sub-
sequently being paid by the Reserve Banks into the
United States ‘I'reasury.

I should note in passing that, in addition to Systcm open
market operations, thc Trading Desk also acts as agenﬁ
for the Treasury in its markct and financing opcrations
and on behalf of foreign central banks. In this respect
it is rather intcresting that for the past sevcral ycars the
volume of outright purchases and sales for foreign central
banks has cxceeded the volume undertaken for the System
Account, ‘This is a constant reminder of the linkages be-
tween our own moncy and securities markets and the
international moncy market.

I am surc that there is no nced to say much to this
audicnce about the tools that the Federal Reserve uses
to carry out open market operations. The chief instrument,
of course, is the outright purchase or sale of Government
sccurities. A purchasc of Government sccurities by the
Federal Reserve adds reserves to the banking system—
other things being equal—as payment is made to the re-
serve account of a membcer bank somewhere in the United
States. And if our operations do in fact add to rescrves,
banks can expand their lending and investment activities.
Similarly, a salc of sccurities by the Fedcral Reserve takes
reserves away from the banking system and restricts the
ability of the banks to make loans and investments.

Besides outright operations in Government securities,
we also acquire Government sccurities and Government
agency sccurities under rcpurchase agreement; that is, we
buy sccurities—injecting reserves into the market—and at
the same time execute a contract to resell them on a ﬁxeg
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edate, thereby withdrawing rcscrves at that future time.
Sincc 1966, we also have used the matched sale-purchase
agreement, undcr which we sell securities to the market
and agree to buy them back at a specified future date,
usually in a day or so. The repurchase agreemcent and the
matched sale-purchase agreement add to our flexibility in
handling temporary rescrve needs or excesscs with a mini-
mum disturbance to the securities market.

In addition to operations in Governments, we do a
similar but far morc modest business in prime bankers’
acceptunces for the account of the New York Bank under
the direction of the Open Market Committec,

These, then, are the tools we use to affect the reserve
position of the banking system.

The Federal Reserve, however, is not the only—or
even the major—influcnce on bank reserve positions and
on the moncy and credit markets. Each and cvery day
there are millions of private decisions to spend, to save,
and to invest that result in some net change in the de-
mand for money, liquidity, and credit. The net impact
of this myriad of individual decisions and transactions—
and they may involve foreign as well as domestic transac-
tions—tends to be transmitted through the bunking and
credit system. Starting with individual banks, the impact

orks through regional money centers and finally con-
verges on the New York money market. An increase in
the demand for moncy or eredit, of course, tends to be
reflected in firmer conditions in the money market, a
faster growth rate in the money or credit aggregates, and a
greater demand for bank reserves; at least it would do so
in the absence of offsetting System open market opera-
tions.

In addition, there are a number of tcchnical factors,
with which you as bankers are all familiar, that may—
and do—absorb or supply reserves to the banking system
in large amounts. I refer to such things as Federal Reserve
float, the level of Treasury balances held at the Reserve
Banks, the flow of currency into or out of circulation,
changes in the United States gold stock and other inter-
national rescrve asscts, or activity under the Federal Re-
serve foreign currency swap network. All these factors
are obviously outside the control of the Trading Desk,
but we havc to be prepared to deal with changes in them.
And change they do, with fluctuations supplying or absorb-
ing reserves in amounts running up into the hundreds of
millions—or even more—from day to day or week to
week. On many occasions, large open markct opcrations
arc required just to prevent these “natural” flows from
disrupting the reserve position of the banking system and
the money market.

Thus, it is well to bear in mind that a “firmer” Federal
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Rescrve policy cannot always be cquated with nct sales
of Government securitics, or an *“easier” policy with net
purchases. What really matters is the combination of
market factors and Federal Reserve operations and the
resultant impact of the two on bank reserves and ulti-
mately on the monetary and credit aggrcgates and on inter-
cst rates. In a growing cconomy, even a policy of re-
straint is very likely to require substantial net purchases
of securities over time—at least in the absencc of changes
in reserve requirements or discount window use. Last
year, which I am sure most of you would not classify
as a period of monetary ease, we added over $4 billion
to our portfolio of Governments.

With this very sketchy background in mind, let me
turn to the process by which the Federal Open Market
Committee transmits its instructions to the Federal Re-
serve Bunk of New York.

The Committee’s policy decisions are based on a com-
prehensive consideration of a wide variety of factors that
affect the growth and stability of our cconomy. The Com-
mittec’s ultimate focus of concern is on the real cconomy
—an gross national product, on prices, on cmployment,
on praduction, and on the international position of the
dollar. But in giving instructions for the conduct of open
market operations, the Commitice has to translate its
policy aims—uwhich are essentially long tcrmi in character
—into terms of its proximate responsibilitics, that is, into
termis of money, credit, rescrve availability, and the money
market conditions that are likely to be associated with
desired changes in the monctary and credit aggregates.
As you know, the Committee has been putting greater
emphasis since early this vear on the monctary aggregates
in giving instructions to the Trading Desk. But | see no
evidence that the Committee feels it has found o magic
formula. Rather, there is an evolving effort to sort out the
monctary and credit growth and the associated money
markcet conditions that will foster the broad objectives
of the Committec’s long-range policies. And, while no two
members of the Committee think exactly alike, there
does emcrge from cach mecting a consensus about the
aggrepates and money market conditions that will get the
Committee where it wants to go. This conscnsus is sum-
marized by Chairman Burns at the conclusion of a very
frank go-around of Committee members, and a formal
vote is taken on a directive to the Federal Reserve Bank
of New York, which governs operations until the Commit-
tec mects again.

The directive is necessarily couched in relatively broad
terms, usually focusing on a desired rate of growth of
the monetary aggregates but with ample attention to the
general statc of thc moncy markct. For example, the
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operating paragraph of the directive adopted at the May
1970 meeting—the last to be published—gave these in-
structions to the Desk:

in vicw of current market uncertaintics and liquidity
strains, open market operations until the next mcet-
ing of the Committee shall be conducted with a view
to moderating pressures on financial markets, while,
to the extent compatible therewith, maintaining bank
rescrves and money market conditions consistent
with the Committee's longer run objectives of mod-
crate growth in money and bank credit.

The specific language of this directive is typically modified
from meeting to meeting—somectimes a little, sometimes
a lot—to reflect the shifting cmphases of Committee con-
cern.

I should emphasize immediately that the Manager of
the System Opcn Market Account has much more than
the directive to serve as a guide in the conduct of opera-
tions between Committec meetings. Before each mcet-
ing of the Committee, the staff has circulated a detailed
analysis of alternative growth paths in the monetary and
credit aggregates, their relation to the rcal economy, and
thc money market conditions and interest rates likely to
be associated with them. As you can imagine, making this
set of projections and targets is not precisely an cxact
sciencc, and the staff analysis is subjected to a critical re-
view by the Committee members. For the Manager, the
full discussion of thc Committce as it reaches a policy
decision adds a great deal of flesh to the bare bones of
the directive.

We have now reached the point where the Committee
has issued a directive to the Federal Reserve Bank of New
York. The task of the Trading Desk then becomes the
conversion of that policy decision into concrete decisions
to buy or scll a certain amount of sccuritics in the open
market. Busically our job at the Desk in carrying out the
Committee’s directive involves a comprehensive analysis
of (1) very detailed statistical reports of bank reserve
positions and monctary and credit aggregates, (2) pro-
jections of the aggregates and of factors affccting bank
reserves, and (3) observations of what is happening from
minute to minute and hour to hour in the money and
securities markcts. A blow-by-blow description of a day
at the Trading Desk is not rcally possible in a talk, but
let me try to do the best 1 can.

Our trading room looks very much like the trading
room of any major securities house or large bank. There
is the usual quote board reflecting up-to-the-minute price
and yield quotations on Government and agency sccuri-
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tics. In front of cach trader is a telephone console with
direct wires to the dealers in Government sccuritics, o
the Federal funds brokers, and to thc money desks of a
number of large banks. But the Fed's Trading Desk differs
markedly from the others. Our job is not to trade for a
profit, but to control the supply of bank reserves in line
with the Open Market Committee’s broad policy objec-
tives. In addition, we serve as the eyes and the ears on the
market for the whole Federal Reserve System und the
Treasury. Both the Fed and the Trcasury rccognize that
the markct can tell us a great deal about the current de-
cisions and cxpectations of borrowers and investors, and
this information is a significant supplement to what we can
learn from the many statistical scries that we receive,

Thus we keep in close touch with the market through
daily mectings with individual Government securitics
dealers and by constant telephone communication during
the day. Qur traders spend the lion’s share of their time
on this activity, putting together and analyzing what they
hear from individual decalers, banks, and brokers and
developing a feel for current market trends.

While this activity is going on each morning, there has
been a steady flow of statistical information coming into
the Desk from the New York moncy market banks, from
Government sceuritics dealers, and by wire from the othee
Reserve Buanks, A little after 9:30 every morning we
receive a summary report of the reserve position of the
banking system as of the close of business the night before.
This we check immediately against what our projections
had indicated the reserve position to be the day before. A
few minutes later our computer has spewed out a detailed
breakdown of the money position of the New York money
market banks, and by 10:30 we have a similar report
from the other Reserve Bunks on the position of thirty-
cight other major banks scattered throughout the country,
These are lollowed by reports from the dcalers in Govern-
ment securities on their positions and the volume of trad-
ing on the previous day. By this time, too, we have checked
with our Foreign Department to find out what has been
going on in the Furopcan foreign exchange markets, and
to get a preliminary view of likely buy or sell orders that
will be forthcoming from foreign central banks.

At 10:10 a.m. we check with the Treasury our respec-
tive cstimates of what will happen to the Treasury balances
held in the Reserve Banks, and the Treasury decides
whether or not to make a call or adjust some previous call
on its Tax and Loan Accounts at the major commercial
banks. As you know, the flow of funds through the Trea-
sury account is huge, particularly around tax and financ-
ing dates, and large shifts in Treasury balances held at
the Fed could disrupt the reserve position of commcrcinl@
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kas. Thus the Treasury, very properly, tries to keep

a roughly constant balance with the Reserve Banks so
as not to be a factor affecting bank reserves and the
money market.

As the morning progresses—by 10:40 if we're lucky
—we get a detailed  projection from our Research
Department on the reserve outlook. The projection covers
daily estimates of float, currency circulation, vault cash
held in banks, gold and forcign operations, the ‘Freasury
balance, and required rescrves, together with weekly re-
scrve averages, for the next four weeks. And by 11 o'clock
we should have similar cstimates from the Federal Re-
scrve Board staff in Washington, Like all projections,
these are subject to a wide margin of crrors. But ncw pro-
jections arc made every day, permitting constant updating
and continual cross-checking of assumptions by our tcch-
nicians in New York and Washington.

In recent years, considcrable effort within the Fedcral
Reserve System has gone into the development of projec-
tions of the monectary and credit aggregates that arc of
particular interest to the Committee. Thus, each weck
we have new projections—usually reaching out three
months ahcad—that serve as a supplcment to the histori-
cal record in judging whethcr money supply and bank

éedit are within the target ranges desired by the Commit-
e

e. These projections are far from perfect, and constant
cfforts are being made to improve them and, indeed, the
statistical series themselves, Qur usc of the projections
and of the money and credit statistics is quite cautious,
because experience indicates that both money supply and
bank credit can behave very erratically, particularly in
the short run. I would warn you, therefore, not to over-
interpret week-to-week, or cven month-to-month, changes
in the money supply. The Committec’s attention, after all,
is focused on longer run growth rates, not on short-run
movements that may turn out to be without real meaning.

By 11 o'clock we are already beginning to develop a
pretty good idea of how moncy market conditions arc
going to shape up for thc day. By this time we have al-
ready had several conversations with the Board and Trea-
sury staffs bringing them up to date on early develop-
ments and have sent off a bricf wire report to the Reserve
Banks and Board.

Since the Federal Reserve is a regional central bank,
we have hid to develop an elaborate network of communi-
cations to assurc that all the Reserve Banks and the Board
of Governors are kept up to date on current open market
operations and their background. This involves a number
of written reports as well as wire and telephone communi-
cation. But perhaps the focal point of that network is the

énfcrcncc call we place each morning at about 11:10

to the Board, where certain staff members and perhaps
onc or more Governors may be gathered, and to a Re-
serve Bank where a president currently scrving on the
Open Market Committee and his staff advisers are gath-
cred. During the course of the call, one of the officers on
the Trading Dusk gives a fairly detailed rundown of cur-
rent and prospective developments affecting bank  re-
serves and the moncy and securities markets. The Reserve
Bunk president may comment on how the situation may
look from his vantage point. The Board stafl may com-
ment on their latest information concerning the money
supply or bank credit developments or provide other
pertinent information, and we have an opportunity to
check out the staff projections of bank rescrves, We then
present our tentative plan of action, if uny, for the day
and receive any comments that the other call participants
may care (o make. Immcdiately following the call, a de-
tailed summary is prepared by the Board staff, placed
before cach Governor, and dispatched by wire to each
Rescrve Bank president, Thus each member of the Open
Market Commiittee has before him by about 1 p.m. a re-
vicw of the current situation and our plan for open markcet
opcrations for the day.

Obviously, before we go into the call we have had to
make up our minds whether System operations are called
for to implement open market policy. Are we going to
buy or sell and how much?

Let me summarize briefly the elements that go into that
decision:

(1) Wc have a directive from the Committee setting
forth policy objectives and the benefit of the Committee’s
discussion as it reached its decision.

(2) We have staff estimates and projections of money
supply and bank credit measured against the background
of seasonal patterns and earlier projections. These we
can check against the longer range growth rates desired
by the Committee.

(3) We have knowledge of what hus happened in ihe
recent past insofar as the various elements of money
market conditions arc concerned. I can’t stress cnough
that daily opcrations arc not conducted in a vacuum but
are part of a continuing process. Each day we build on
past experience.

(4) We have projections from the staff about the be-
havior of market factors (float and forcign opcrations)
—whether they are likely to be neutral, or to supply or
absorb rcserves.

(5) We have taken carcful rcadings of the market as
it has developed and by 11 a.m. have begun to devclop
a feel of what it is saying about the availability of money
and about interest rates,
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Suppose our staff cstimates indicate that market factors
—perhaps a sharp rise in float and a decline in currency
circulation—are going to supply $300 million in reserves
in the current statement week. Suppose further that the
estimates of money supply and bank credit appear about
in line with the Committee’s desircs. In addition, as we
check the market, we learn from the Federal funds brokers
that there is a large supply of Federal funds from New
York and from the West Coast and only a small demand
from other banks, and that the Federal funds rate is tend-
ing to move lower, This rescrve excess uppeared to be
confirmed by the wire reports giving bank positions for the
night before. Morcover, Government sccurities dealers are
having no difficulty in finding funds from corporations and
banks throughout the country to finance their positions, and
this situation is tending to push Treasury bill rates lower.

Such a situation would clearly be inconsistent with a
Committee directive for no change in policy, assuming
that was what we had, and our course of action would be
clear. ‘The decision would be to sell Treasury bills in the
market to absorb reserves or perhaps, if projections indi-
cated that the reserve cxcess would be only short-lived,
to make matched sale-purchasc agreements.

I should pause to say that the situation, unfortunately,
is not always quite so clear as the one outlined. Expecta-
tions are of great importance in shaping market decisions,
and we always have to take them into account. At times,
too, the projections indicate that there should be an amplc
availability of reserves, while the market is giving off
signals of acute distress. In such cases the projections
often havc 1o be sct aside, while the tone and feel of the
markct take prcdominance. The market, in fact, often
enables us to correct Crroneous Trescrve projections,
but it too is not infallible. Sometimes banks are very con-
servative in managing their reserve positions and tend
early in the statement week to bid for more Federal funds
than they really necd to balancc out their reserve posi-
tions. This, of course, makes for a tighter Federal funds
market than the underlying reserve positions would really
warrant. On some occasions, too, the reserve and monctary
aggregate projections in New York and Washington are
far apart. And, on occasion, computers will break down
and deprive us of vitally needed information. But the mar-
ket always functions, and we can get guidance there.

In any case a dccision has to be made, and a decision
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to do nothing is as important and difficult as a decision 6
buy or sell. But the point I want to emphasize is that any
decision is always based on a combination of past experi-
ence, statistical reports and projections, and current mar-
ket developments (which may at times be more affected
by expectations than statistics), together with the dircc-
tive that the Committee has set out.

The actual purchase of sccurities is far less difficult
than reaching a decision as to what to do, but it requires
a fair amount of skill in timing and technique. In the
situation outlincd above our decision might well have
been to scll about $300 million of Treasury bills. Qur pro-
cedure would be to instruct our traders to ask the twenty-
odd Governnient securitics dealers with whom we do busi-
ness to bid us for Treasury bills of any maturity. Each
trader would immediatcly get on the phone and call two or
three dealers, as simultaneously as possible, and in a mat-
ter of minutes would get back firm bids for stated amounts
and at stated prices. Perhaps from all the dcalers we
might get bids for $600 million or more of Treasury bills.
Our job would then be to select those that were bid us at
the best price relative to the whole market and those that
fit in best with our existing bill portfolio. The wholc opera-
tion would take us no more than about one-half hour—
a very intercsting commentary on the ability of our Gop
ernment sccurities market to handle lurge transactior®
with great facility.

We are, of course, fortunate to have a vigorous market
in Government securities that is able to handlc large trans-
actions efficicntly. The existence of such a market affords
the Fedceral Reserve great flexibility in the conduct of open
market operations to influence bank reserves, moncy, and
credit. The System—and the ‘I'reasury as a major issuer
of debt—both have a vita} interest in the maintenance of
a strong, competitive free market, and I would like to pay
tribute to all those who help keep the market that way.

As we at the Desk operate in the market day by day,
we can pever be sure at any given moment whether our
opcrations have been in the precisely right amount or
whether we are only, hopefully, moving in the right dircc-
tion. All we can bc sure of is that tomorrow will be another
day, with a ncw set of data and projections and new de-
cisions to bc made. But we hope that by plugging away
we can, through successive approximations, achieve the
goals that the Fedceral Reserve has set for itself.






