Monetary Policy and Open
Market Operations in 1980

The Federal Reserve faced a turbulent year in the
economy and in financial markets in 1980 as it sought
to dampen inflationary pressures by restraining money
and creditgrowth. The economy was buffeted by a num-

ber of shocks, including sharp hikes in energy prices,
heightened tensions in the Middle East, and rapidly
shifting inflationary expectations. The special credit
restraint program announced on March 14—and its
subsequent removal—had a larger than expected impact and combined with other developments to produce dramatic changes in economic activity, interest
rates, and financial flows. The economy plunged into a
steep recession in the second quarterand then, much
to the surprise of almost all analysts, recovered over
the balance of the year—making the recession one of
the shortest on record. Interest rates soared to unprecedented levels early in the year, dropped dramatically in the spring, only to rise sharplyagain, in some
cases to new highs, by late autumn. The recession and
the Reserve System's firm policy stance helped

Adaptedfrom a report submitted to the FederalOpen MarketCommittee byPeter D. Sternlight,SeniorVice Presidentof the Bank and
Managerfor DomesticOperationsof theSystem Open MarketAccount.
Fred J. Levin, Manager,SecuritiesDepartment.ChristopherJ. McCurdy,
Chief, SecuritiesAnalysis Division, and BetsyB. White, Chief, Monetary Analysis Divisionwere primarily responsiblefor preparationof
this report, with the guidance of Paul Meek,MonetaryAdviser.Connie
Raflaeleand RobertVan Wicklen, members of the SecuritiesAnalysis
Division staff, participated extensivelyin preparingand checking
information contained in the report.

56

FRBNYQuarterly Review/Summer 1981

dampen inflationary expectations temporarily, but the
quick turnaround in the economy and concern over
the prospects for the Federal deficit renewed public
anxiety over the price outlook. By the year-end, inflationary psychology still seemed firmly embedded in
the economy, although the speculative fever evident
earlier in the year in the commodities markets and the
sense of rapidly accelerating inflation had not returned.
The wide swings in economic activity in 1980, in
turn, led to marked changes in the public's needs for
cash balances, testing the System's new reserveoriented strategy for monetary control adopted in
October 1979. That strategy—which involves placing
more emphasis on managing the supply of reserves,
while allowing much greater scope for movements in
the Federal funds rate—provided art automatic market
adjustment of short-term rates when monetary shortfalls and overruns occurred. When growth of the
monetary aggregates, and hence the demand for reserves, fell below the objectives of the Federal Open
Market Committee (FOMC) in the spring as the economy weakened, the Domestic Open Market Desk's
provision of nonborrowed reserves in line with those
objectives led to sharp declines in short-term rates as
banks cut back their borrowing from the discount
window. By late summer, and more intensively through
the autumn, with money growth strengthening along
with the economy, short-term rates began to climb as
the Desk's restraint on the supply of nonborrowed
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reserves relative to reserve demands forced banks to
borrow heavily from the window to meet their reserve
requirements. On several occasions, the nonborrowed
reserve path was modified to speed up the adjustment
process. The path was raised to reduce the need for
borrowing when the aggregates were growing substantially below the Committee's objectives, and
lowered to force even higher borrowing when the
aggregates were growing substantially above the objectives. Increases in the discount rate and the imposition of the discount rate surcharge on frequent
borrowing by large banks were even more important
at times in speeding the response to monetary overshoots. In this way, the new strategy worked to encourage banks and the publicto make portfoliochanges
that in time helped bring money growth back in line
with the Committee'sobjectives.
For the year as a whole, growth of the monetary
aggregates was near the upper ends of the Committee'stargeted ranges. Measured from the fourth-quarter
average of 1979 to the fourth-quarter average of
1980, M-1A and M-1B rose by 5.0 percent and 7.3 percent, respectively,1 slightly above the upper ends of the
Committee's corresponding growth ranges of 2¼ to 4¾
percent and 4½ to 7 percent after appropriate adjustment.2 Both aggregates weakened substantially toward
the year-end, and by December their growth was within the Committee's (adjusted) path ranges (Charts 1
and 2). Growth of the broader aggregates, on a quarterly average basis, also exceeded somewhat the
Committee's expectations. M-2 rose over the four
quarters of 1980 by 9.8 percent, compared with its 6
to 9 percent range, while M-3 increased by 9.9 percent as against its range of 6½ to 9½ percent (Charts
3 and 4). The expansion of the broader aggregates
was spurred on, in part, by the rapid advance of
money market mutual fund shares which, not only
drew funds from other components of M-2, but also diverted flows that otherwise would have gone directly

1 Figures in the body ofthe report reflect data available as of March 6,

1981.The chronological sections makeuse ofdata published at the
time, sinceFederal Reserve decisions were based on them.

2These reflectadjustmentstothe original ranges of3½ to 6 percent and
4 to6½ percent forthe impact of actual shifts of funds into automatic

transferservice (ATS) accountsand negotiableorder of withdrawal
(NOW) accounts during the year. The Committee's1980growth ranges
for M-1A and M-1B,first set in Februaryand then reaffirmedin July,
allowedfora percentagepoint difference between the two, but the
differenceturned out to be about2¼ percentagepoints. The Board
of Governorsstaff estimatesthat about two thirds of the increasein
ATS and NOWaccounts reflected shifts offunds from demanddeposits,
with the rest coming out ofsavingsaccounts and other components
of M-2. On this basis,the M-1A range was reviseddownward and the
M-1B range revisedupward.
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into money market instruments not contained in the
aggregate measures, such as Treasury bills and commercial paper. The volume of money market mutual
fund shares outstanding nearly doubled over the first
eight months to about $80 billion before edging downward over the balance of the year. Bank credit grew
7.9 percent over the four quarters of 1980, within the
6 to 9 percent range that had been associated with the

Committee's aggregate ranges.
The remainder of this report focuses special attention on the System's experience with the reserve strategy for monetary control in 1980 from the vantage
point of the Desk. After highlighting economic and
financial developments over the year and discussing
the FOMC's choices of yearly monetary ranges and
short-term objectives, it describes how the Desk
worked to achieve intermeeting reserve paths corresponding to these objectives through day-to-day
open market operations.

The!coitomy atd Finaacial WJare2o
After more than four years of expansion, the economy
experienced a short but dramatic recession during the
first half of 1980. The contraction was followed by
moderate growth in the second halfof the year that did
not quite recover the earlier decline. The unemployment rate jumped up by more than 1½ percentage
points in the spring and, after falling slightly in subsequent months, leveled off at 7½ percent. Inflation, as
measured by the gross national product (GNP) price
deflator, increased to nearly 10 percent over the four
quarters ended in the final quarter of 1980 from about
8 percent in the previous year. The sharp swings in
economic activity and consequent shifts in inflationary
expectations and credit demand over the year led to
unprecedented movements in interest rates.
As the year began, there were few, if any, signs of
the long-expected recession. Increases in the consumer price index accelerated to an annual rate of
over 18 percent, reflecting in part sharp hikes in oil
prices and mortgage interest rates. The Carter administration's new budget was generally viewed in the
markets as overly expansive, while expectations
mounted that the Russian involvement in Afghanistan
would lead to stepped-up United States defense spending. Renewed speculation in precious metals underscored doubts about the prospects for dampening inflationary pressures. Inflationary expectations thus
worsened, precipitating rapid increases in interest
rates including an unprecedented jump in long-term
rates. The bond markets were in a state of shock, and
bond prices plummeted as investors sought refuge in
short-term assets.

In this atmosphere, President Carter announced in
a broad program intended to stem inflationary forces. As part of this effort, the Federal Reserve undertook a set of measuresaimed at restraining
the growth of credit. These included (1) a voluntary
program to restrain the growth of domestic lending
by leading financial institutions, (2) a special 15 percent deposit requirement on increases in unsecured
consumer credit and assets of money market mutual
funds, (3) an increase in the marginal reserve requirement on banks' managed liabilities, and (4) the imposition of a 3 percentage point surcharge on discount
window borrowing by frequent large bank borrowers.
During late March and early April, evidence began
to mount that the economic expansion had come to an
end. Consumer spending, which had been important
in sustaining the expansion, began to fall late in the
first quarter and then dropped sharply in the second
quarter as the March 14 credit control program took
hold. The personal savings rate, at a relatively low
level of 4.9 percent in the first quarter, increased to
6.2 percent in the second quarter. Mortgage rates,
freed from state usury ceilings, reached levels at
which housing demand, and thus new construction,
declined dramatically. The auto industry, which had
curtailed its production in the last months of 1979, cut
back still further in the spring of 1980 as consumer
demand slackened. In all, real GNP (after adjusting
for the effects of inflation) grew at a modest rate in the
first quarter and then declined at a record annual rate
of nearly 10 percent in the second quarter.
Interest rates continued to climb for a brief period
after the economic downturn began. By early April,
yields on virtually all fixed-rate financial assets attained
record levels, though some of these records were
eclipsed later in the year. The average effective Federal
funds rate reached a high of 19.39 percent for the
week of April 2 (Chart 5), and at the same time the
prime rate charged by commercial banks hit 20 percent. Three-monthTreasury bill rates in regular weekly
auctions registered a high of 16.53 percent in March,
while long-term Treasury bonds yielded 12.85 percent
at their peak in February. Then, as the sharp downturn in the economy led to a substantial drop in the
demand for credit and a moderation of inflationary
expectations, interest rates declined precipitously. In
early May, the Federal Reserve began to phase out its
credit restraint measures by eliminating the surcharge
on discount window borrowing. Later in the month,
the special deposit requirements and marginal reserve
requirements were cut in half. On July 3, with the
economy looking quite weak and growth of the various
monetary aggregates well within or below their individual target ranges, the Federal Reserve announced
mid-March
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that the remaining provisions of the program would be
phased out by the end of the month. The weekly average effective Federal funds rate fell to as low as 8.68
percent near the end of July, while the prime rate at
most major banks stood at 11 percent. Three-month
Treasury bill rates reached a low of 6.37 percent, and
long-term Treasury bond yields fell to 9.49 percent

in mid-June.

Notwithstanding the consensus forecast of further
economic contraction in the third quarter, the economy
then began to show signs of renewed strength. As the
economy turned the corner, growth of the monetary
aggregates accelerated sharply and the demand for
credit rebounded from its depressed second-quarter
rate. Though demand from the private sector was still
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somewhat below normal levels, government financing
needs increased to a historically high level. As the third
quarter unfolded, interest rates turned up. Inflationary
expectations worsened, as the strength of the economy
became apparent in data released late in the quarter.
The momentum of the economic rebound continued
into the final quarter of the year as did the heavy
Treasury financing needs. Increases in consumer
prices, which were relatively moderate during the summer months, began to accelerate. The Federal Reserve's restrictive approach to the supply of reserves
in the face of continued strong money growth was
associated with strong upward pressure on short-term
market interest rates. On November 17, the Federal
Reserve raised the basic discount rate 1 percentage
point to 12 percent and established a 2 percentage
point surcharge on frequent borrowing by large banks.
On December 5, the basic rate was raised again to
13 percent and the surcharge was boosted to 3 percent. Yields on all fixed-rate assets increased sharply
over the last few months of the year, surpassing the
previous record highs set in early spring for many
maturity areas and types of issues. The weekly average
effective Federal funds rate hit 19.83 percent in December, at the same time that the prime rate reached
21½ percent. Three-month Treasury bill rates peaked
at 16.67 percent and long-term Treasury bonds yielded
13.17 percent in December.
Patterns of finance
The patterns of government and private finance were
influenced in varying degrees by the dramatic oscillations in the economy and interest rates in 1980. The
recession added substantially to the Federal deficit,
which in turn contributed to a more than doubling of
net Treasury borrowing from the public. The net rise
in marketable Treasury debt held outside Federal Reserve and Government accounts was $90 billion in
1980, compared with $37 billion in 1979. As the
growth of income tax receipts dropped off and income
maintenance expenditures expanded,Treasury borrowing surged. In each of the last two quarters of 1980,
the Treasury raised about $28 billion in new cash and
thus added to the upward pressure on interest rates
during the period. For the year as a whole, outstanding
publiclyheld coupon issues increased by $45.3 billion,
including $1.2 billion equivalent of German markdenominated notes sold to German residents in January. Treasury bills held by the public increased by
$44.8 billion.
Federally sponsored agencies and corporations
raised $26.7 billion in net funds from the public over
the year, up from $25.6 billion in 1979. The three major
borrowers were the Farm Credit Administration, the
60
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Federal Home Loan Banks, and the Federal National
Mortgage Association.
State and local governments issued a gross volume
of $46.3 billion of tong-term bonds in 1980, compared
with $42.3 billion in 1979. Tax-exempt borrowers subject to legal rate ceilings were effectively excluded
from the bond market during the periods of high interest rates. New issue activity in the tax-exempt bond
market thus fell off during the first few months of 1980
and then rebounded during the spring and summer
months. Toward the year-end, some issuers again were
priced out of the market. At the same time, however,
other state and local borrowers accelerated their
schedules for issuing housing revenue bonds in anticipation of Federal legislation (signed into law December 5) that would soon limit the volume of tax-exempt
mortgage bond financings. Consequently, the volume
of new issues did not drop as much in the last quarter
as it had in the first quarterof the year.
In the private sector, the demand for credit fluctuated in response to changes in the level of economic
activity. Early in the year, nonfinancial corporations
faced a large financing gap. With long-term interest
rates high and rising, however, many corporations
postponed planned bond offerings and increased their
reliance on short-term borrowing (largely bank loans
and commercial paper). Growth of short-term business credit was further bolstered by corporations who
borrowed in anticipation of a possible move to credit
controls by the Federal Reserve. Proceeds from such
borrowing were not needed immediately but boosted
corporate holdings of liquid assets. Consumer credit
and mortgage debt continued to expand, albeit at a
reduced pace, in the first quarter of the year.
After the implementation of credit controls in midMarch, bank loans to businesses and consumers
dropped off sharply. While market interest rates fell
rapidlyin the spring, banks were slow in reducing their
prime rates, thus increasing the spread between prime
and commercial paper rates and diverting some corporate borrowers to the commercial paper market. In
addition, many corporations met their financial needs
in the second quarter by drawing down their liquid
asset holdings and marketing the backlog of new bond
issues delayed from earlier in the year. Consumer debt
fell sharply in the spring and summer, reflecting both
the decline in consumer spending and the impact of
the credit control program. Banks increased the fees
and the minimum monthly payments on instalment
debt, making this sort of borrowing less attractive to
the consumer, while many consumers apparently decided on their own to use credit cards and charge
accounts more sparingly. Growth of mortgage debt
was sharply curtailed in the second quarter.

Private-sector demand for credit' rebounded somewhat in the second half of the year, as the economy
resumed its expansionary course. As interest rates
began to increase, the spread between prime and commercial paper rates declined to more normal levels. In
addition, many banks moved to price short-term business loans more competitively. Consequently, bank
loans rebounded while outstanding commercial paper
contracted—but by less than the rise in bank credit.
Corporate borrowing in the bond market continued at
a healthy pace through most of the second and third
quarters but then declined again as long-term interest
rates approached, and then surpassed, the record
levels achieved earlier in the year. Growth of mortgage
debt increased in the third quarter but remained below
normal levels for the remainder of the year. Consumer
credit demand picked up late in the third quarter and
continued to expand over the remainder of the year.
Over the year as a whole, new issues in the corporate bond market amounted to $52.8 billion, up from
$40.1 billion in 1979. Commercial and industrial loans
at commercial banks increased by about 11 percent to
a level of $325.1 billion at the year-end. Outstanding
nonfinancial commercial paper grew by $6.8 billion to
$37.1 billion. Total consumer instalment creditremained
virtually unchanged at $313.4 billion, while mortgage
debt grew more slowly than in previous years.
Financial futuresmarkets
During 1980, transactions in Treasury bill and bond
futures contracts came to play an even more important
role in the trading strategies of dealer firms and some
other financial institutions. Activity in interest rate futures markets grew rapidly, not only in relation to
previous experience, but also in comparison with
trading in the underlying cash markets. Daily volume
in three-month Treasury bill futures contracts on the
International Monetary Market (1MM), by far the most
active bill futures market, averaged slightly more than
13,000 contracts ($13 billion), an increase of nearly
75 percent over 1979. Trading in Treasury bond futures
contracts more than tripled to nearly 26,000 contracts
($2.6 billion) per day on average. The increasing volume of arbitrage betweenthe cash and futures markets
continued to prompt concern among regulators that
difficulties in the futures markets could spill over into
the cash markets. Widespread pressure on the commodities futures markets in the spring (from the silver
market) and in December (from the grain markets)
exerted pressure on the financial futures markets and,
in turn, on the cash markets. In addition, deliveries
against futures contracts were heavy at times, reaching
record high levels in bills and bonds in December.

IVlonetary Policy and Its Implementation

Long-term targets
In planning policy for 1980, the FOMC reaffirmed its
goal of gradually lowering money and credit growth
over a period of years to dampen inflationary expectations and to reduce inflation. The Committee's longer
run objectives for money and credit growth continued
to be formulated within the framework of the Full Employment and Balanced Growth ("Humphrey-Hawkins")
Act of 1978. In accordance with the act, the Board of
Governors reported to the Congress in February on the
System's goals for money and credit expansion for the
year ended in the fourth quarter of 1980 and related
these goals to the objectives for the economy contained in the President's January Economic Report.
Then, in July, the Board reported on the System's
reassessment of the 1980 targets and its preliminary
plans for 1981, relating these to the Administration's
forecasts contained in its midyear budget review. The
Committee's targets were set using new definitions of
the money stock which take into account recent innovations and regulatory developments in the financial
system, while arranging monetary assets according to
their functional characteristics rather than the particular issuing institution.3
The Committee faced a number of uncertainties when
it met in February to consider its objectives for money
and credit expansion in 1980. Apart from uncertainties
about the economy and the international situation
(heightened by new tensions in the Middle East and
Afghanistan), there were particular questions about
likely monetary developments relevant to the targetsetting procedures. The shift of funds into ATS accounts and NOW accounts in New York State that was
evident in the previous year was expected to subside.
However, legislation to extend NOW accounts nationwide was pending in the Congress. Passage of such
legislation would be expected to depress M-1A growth
as the public shifted funds into NOW accounts from
demand deposits, while boosting M-1B growth as such
shiftsoccurred from savings deposits and other assets.
But the timing and extent of the shifts were in doubt.
3Two narrow transactionsmeasuies,M-1A and M-1 B, replaced the old

M-1 measure(currency plus demanddeposits adjusted). M-1A is
basically the sameas M-1, except that itexcludes demanddeposits
held by foreign commercialbanks and official institutions. M-1Badds
to M-1A three other checkable instrumentsat all depositoryinstitutions, namely,NOWaccounts,ATS accounts, and credit union share
draft balances.Among thebroad moneystock measures, the new M-2
adds to M-1B savings and small time deposits at all depositoryinstitutions, moneymarket mutual fund shares, overnightrepurchaseagreements (AP5) issued bycommercial banks, and certain overnight
Eurodollarsheld by UnitedStates nonbank residents. M-3includes also
large lime depositsat all depositoryinstitutions and term JRPs issued
by commercial banks and savingsand loan associations.
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While growth of the broader aggregates was not expected to be significantly affected by the introduction
of nationwide NOW accounts, there. were questions on
the prospects for growth of some of the newer
elements contained in these measures—particularly
money market mutual fund shares.
Against this background, the Committee continued
to formulate its yearly objectives for money and credit
expansion in terms of ranges that were 2½ to 3 percentage points wide. In line with its general policy
of seeking a gradual reduction of money and credit
expansion over a period of years, the midpoints of the
growth ranges for 1980 were moderately below actual
money and credit growth in 1979, continuing the general trend toward lower money growth from the levels
recorded in 1978(Table 1).
By the time the Committee met in July to reconsider
the 1980 ranges and to formulate tentative plans for
1981, the economy and the monetary aggregates had
weakened considerably. The particularly marked weakness in the narrow aggregates suggested that the demand for money might have shifted downward, either
becausethe rapid rise in interest rates in the winter encouraged the public to economize on its cash balances
to an unusual extent or becausethe credit restraint program had led the public to pay down debt, in part, by
drawing down money balances. Growth among the aggregates also varied from earlier expectations. Legislation authorizing continuation of ATS accounts and allowing NOW accounts nationwide effective December
31, 1980 was signed into law at the end of March. Commercial banks which already had the authority to issue
ATS accounts began to promote them aggressively in
anticipation of other institutions being able to offer
NOW accounts shortly. As a result, while the Commit-

tee's yearly ranges had allowed for a
percentage
point difference between the growth rates of M-1A
and M-1B, the actual difference in the second quarter
was on the order of 2 percentage points. In addition,
growth of the broader monetary aggregates was being
supported by the rapid advance of money market mutual fund shares. Hence, by June, although growth
rates of the narrow monetary measuresfrom the fourth
quarter of 1979 were below the Committee's yearly
ranges, growth rates of the broader measures were
within their respective ranges.
Despite the shifting relationships among the aggregates, the Committee elected to retain its targets for
the year. It noted, however, that growth of the narrow
monetary aggregates might end the year toward the
lower bounds of their respective ranges, while growth
of the broader aggregates might be above their midpoints and, in the case of M-2, even toward the top
end of its range.
Short-term objectives
At each meeting, as part of the new reserve approach,
the Committee specified short-term objectives for
growth of M-1A, M-1B, and M-2. These objectives,
along with the Committee's initial assumption for borrowing at the discount window, were used by the staff
to construct the reserve paths which, in turn, guided
open market operations over intermeeting periods.
At the outset of the year, the Committee chose shortterm objectives for the narrow aggregates that were a
bit below the midpoints of their respective yearly
ranges. Thus, at the February meeting, when the FOMC
first began to use the new definitions of the money
stock, its short-term objectives for the December-March
period were annual growth rates of 4½ percent for

Table 1

Growth of Monetary and CreditAggregates Relative to Targets of the Federal Open MarketCommittee

From fourth quarter of previousyear to fourth quarter ofyear indicated; in percent

1980
1978

1980

actual

1979
actual

original

M-1A

7.4

5.0

M-1B
M.2

8.2

7.7

3½to6
4 to 6½

8.4
11.3
13.5

9.0
9,8

6 109

9.8

6Y2 109½

12.3

6to9

9.9
7.9

Aggregate

M-3
Bank credit

range

adjusted*
range

2¼ to 4¾
4½ 107

• Reflectsadjustmentstooriginal rangesforestimatedimpact of actual shiftsoffunds intoATS accountsand NOWaccounts
(seefootnote2 of text).
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1980
actual

5.0
7.3

M-1A and 5 percent for M-1B. Consistent with this approach, M-2 was expected to grow at an annual rate
of 6½ percent.
As the year unfolded and the aggregates strayed
from path rates consistent with their yearly ranges, the
Committee's general approach in setting its short-term
monetary targets was to provide for returning money
growth to path over a period of several months.
Hence, when the aggregates were running below path
rates consistent with their yearly ranges, the Committee tended to set relatively high short-term growth objectives—but not so high as to attempt to close the
gap in a period as short as, say, one month. Similarly,
when the aggregates were above path rates consistent
with the yearly ranges, the Committee chose shortterm objectives that were on the low side, again pointing the way back to path over several months. At the
same time, the Committee tended to be relatively tolerant of overshoots in the short-term objectives when
growth was low relative to the longer term goals, and
tolerant of undershoots in the short-term objectives
when growth was running high relative to the longer
term goals. In taking this approach, the Committee was
mindful of the volatile short-run behavior of the aggregates and, therefore, the difficulty of controlling or
even interpreting movements over short periods. Moreover, it tried to take into account lags in the effects of
changes in financial market conditions on money
growth. A more aggressive approach to setting shortterm monetary targets—say, one that attempted close
month-to-month control—risked the possibility of whipsawing the markets and ultimately destabilizing money
growth and interest rates over a longer period.

The Federal funds raterange

In addition to setting short-term objectives for the monetary aggregates at each meeting, the Committee also
specified broad ranges for the Federal funds rate. The
Committee's formal instructions to the Manager with
respect to these ranges changed somewhat beginning
with the directive issued at the December 1980 meeting. Earlier directives had called for the Desk to aim
for reserve paths consistent with the Committee's aggregate objectives, provided that in the period before
the next meeting the weeklyaverage Federal funds rate
remained within the specified range. If it appeared that
the constraint on the Federal funds rate was inconsistent with the reserve objectives, the Manager was
promptly to notifythe Chairman who would then decide
whether the situation called for supplementary instructions from the Committee. The December directive retained the notification requirement if it appeared that
developments in the funds market, taken over a period
of time, were inconsistent with the specified range. In

the meantime,however, the Desk was to continue aiming for reserve objectives without the funds rate acting
as a constraint in the absence of any further Committee instruction.
Even before this change, the Federal funds rate
ranges, in fact, played only a temporary and rather modest role in guiding open market operations over the
year. In the first place, over most of the year the ranges
—which varied from 4 to 8½ percentage points in
width—were sufficiently wide as to pose no constraint
on the Desk's efforts to achieve the reserve paths. Second, when there was a potential conflict between the
funds rate range and the reserve paths, the Committee
was fairly quick to adjust the funds ranges to remove
the conflict. Over the year, the Committee adjusted the
formal ranges during intermeeting periods downward
on one occasion and upward on three occasions, including once in early December when it temporarily
suspendedthe upper bound of the range as aggregate
growth continued to exceed its objectives. On one occasion, at the May 20 meeting, the Committee instructed
the Manager to seek furtherconsultation before letting
the Federal funds rate fall significantly within the
formal range of 8½ to 14 percent. Subsequently,in early
June, the Committee allowed the Desk to use the full
scope of the range.

Reservepaths and the adjustment process
Subsequent to each meeting, the staff constructed
paths for total reserves and nonborrowed reserves
consistent with the Committee's short-term aggregate
objectives, following the procedures developed in October 1979. To arrive at a total reserve path, it first
estimated the required reserves needed to support the
deposits contained in the Committee's targets, taking
into account the likely growth of currency, the composition of these deposits by type and maturity, and
their distribution among banks by size and membership status. To this the staff added estimates of excess
reserves and required reserves needed to support the
growth expected in reservable liabilities not contained
in the short-term aggregate targets, such as net interbank deposits and large time deposits. The nonborrowed reserve path was then derived by subtracting
from the total reserve path the initial borrowing level
agreed to by the Committee.
Each week (generally on Fridays), as new information on deposits and reserves became available, senior
Board staff and the Account Manager reviewed the
paths for their consistency with the Committee's
monetary aggregate objectives. These reviews resulted
in frequent adjustments to the paths for technical
changes in the money-reserves relationship and, on a
few occasions, for perceived changes in banks' deFRBNYQuarterly Review/Summer 1981
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mand for borrowed reserves. At the same time, consideration was also given to adjusting the nonborrowed reserve path relative to the total reserve path
to speed up the response to overshoots or undershoots
in moneygrowth (discussedbelow).
Operations over intermeeting periods focused primarily on hitting the path for nonborrowed reserves,
the measuresubjectto reasonably close short-run control. The Desk aimed to achieve the average nonborrowed reserve path for blocks of several weeks, either
encompassing the full intermeeting period or two separate subperiods when the meetings were more than
five weeks apart. Each week the Desk had a nonborrowed reserve objective, which was derived in the
following way. First, the estimated and projected average demand for total reserves over the intermeeting
period (or subperiod) was compared with the average
nonborrowed reserve path to provide an estimate of
average borrowing needed over the period as a whole
if the average nonborrowed reserve path were to be
achieved. Then, the average borrowing needed over
the remaining weeks of the period was calculated, taking intoaccount the actual borrowing in previous weeks.
Finally, this level of borrowing was subtracted from
weekly projections of total reserves over the remaining weeks to give a series of weekly nonborrowed reserve objectives.
As the Desk worked to achieve the average nonborrowed reserve path, borrowing at the discount window
and money market rates tended to adjust whenever
money growth deviated from the Committee's shortterm aggregate objectives. When money growth was
above these objectives, for example, as in the autumn
of 1980, banks' demand for total reserves exceeded the
nonborrowed reserve path by more than the initial borrowing assumption. Hence, with the Desk supplying
nonborrowed reserves in line with the path, interest
rates tended to move higher as banks were forced to
seek greater access to the discount window to meet
their reserve requirements. Similarly, when money
growth was below the Committee's objectives, the
demand for total reserves exceeded the nonborrowed
reserve path by less than the initial borrowing assumption. In this case, the Desk's provision of nonborrowed
reserves in line with the path meant that banks had less
need to borrow from the discount window and rates
tended to move lower. These resulting changes in
money market rates under the reserve approach, in
turn, worked to encourage banks and the public to
make the portfolio changes needed to return money
growth in time back in line with the Committee's
objectives.
On occasion, as seemed appropriate, the nonborrowed reserve path was modified relative to the total
64
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reserve path in order to accelerate the adjustment
process. These changes were intended to encourage
an even sharper response in borrowing, and hence in
reserve availabilityand interest rates, to monetary deviations so that the pressures for restoring money growth
in line with the Committee's objectives were intensified.
The nonborrowed reserve path was lowered in five of
the thirteen reserve periods over the year by a total of
about $750 million. Downward adjustments were concentrated near the start of the year and again in the
autumn when the aggregates persisted in overshooting
the Committee's objectives. Upward adjustments to the
path occurred in only one reserve period, for a total of
$100 million, in the spring when the aggregates fell
well below Committeeobjectives.
A more important source, at times, of accelerating
the adjustment of reserve availabilityand interest rates
to monetary overshoots was the effect of increases in
the discount rate and the imposition of a discount rate
surcharge on frequent borrowing by large banks. When
the discount rate was raised, banks tended to bid up
the Federal funds rate to maintain the previously prevailingspread. Similarly, banks seemed reluctant to borrowat the surcharge rate, and thus the imposition of the
surcharge appeared to boost the funds rate by nearly
the same amount within a few weeks. In combination,
these factors appeared to account for about halfof the
10½ percentage point increase in the funds rate over
the August-December period. The remaining increase
reflected the automatic response of rates to monetary
overshoots under the reserve approach and the downward adjustments made to the nonborrowed reserve
path. Reductions of the discount rate and the lowering,
and then subsequent removal, of the surcharge in the
summer were made when funds were trading at levels
below the discount rate and, hence, seemed to have
had little impact on rates.
Day-to-dayoperations
Each day the Desk had before it projections, prepared
independently by the Board and New York staffs, of the
supply of nonborrowed reserves for several weeks,
assumingthat the Desk initiated no furtheraction. These
projections reflected the influence on reserves of
market factors, such as float, Treasury balances, and
currency in circulation. A comparison of these forecasts
with the weekly average nonborrowed reserve objectives served as the principal guide to open market
operations. Temporary needs to add or take out reserves to achieve the nonborrowed reserve objectives
were met mainly through repurchase agreements (RPs)
and matched sale-purchase transactions in the market.
(On occasion, the Desk also provided reserves by passing through to the market a portion of the foreign tern-

—

porary investment orders, although these were usually
arrangedinternally with the System Account.) When the
projected need to add reserves extended for several
weeks, the Desk at times purchased securities on an
outright basis in the market or from foreign accounts.
Extended needs to take out reserves were met in part
through sales in the market or to foreign accounts or by
letting a portion of the System's holdings mature without
replacement.
While comparisons of the projected supply of nonborrowed reserves with the objectives for nonborrowed
reserves were the major influence on operations over
the year, the Desk had to take into account other factors as well. For one thing, borrowing from the discount window early in a statement week sometimes
ran significantly above or below the level assumed in
constructing the nonborrowed reserve objective. When
borrowing ran far enough above the assumed level
early in the week, for example, mathematically there
might have been no way to achieve the average level
of borrowing anticipated at the start of the week. This
presented the Desk with a dilemma. If the nonborrowed
reserve objective were met in full, this would produce
huge excess reserves and probably a sharp easing in
the money market at the end of the week. Alternatively,
if the Desk absorbed the excess arising from the higher borrowing, this would mean coming out below its
nonborrowed reserve objective for the week. On the
opposite side, when borrowing early in the week ran
significantly below the level sought for the week, the
Desk could either provide nonborrowed reserves according to the objective, causing a sharp jump in
borrowing and the funds rate at the end of the week,
or else provide reserves more abundantly and overshoot the nonborrowed reserve objective. Either a sharp
tightening or easing of money market conditions at
the end of a week risks generating bank responses
predicated on a continuation of those tighter or easier
conditions. Such occurrences can confuse the market
about the System's basic policy stance and, thereby,
undermine bank and public portfolio adjustments consistent with achieving the System's money growth objectivesover a longer timespan.
Another complicating factor for open market operations was that projections of reserve supplies continued
to be subject to a wide margin of error. Over 1980,
the average absolute forecast error of weekly average
nonborrowed reserves from projections made at the
beginning of statementweeks amounted to $750 million.
(This was actually somewhat less than in the previous
year, mainly reflecting a decline in the variability of
float, the chief source of error.) The accuracy of projections improves during the week, as data become
available each day on actual reserves of the previous

- .-.

day. Still, even on the last day of the statement week,
the average absolute projection error of weekly average reserves was $163 million, and sometimes it was
much larger.
Reserve projection errors were not a major source
of deviation from the System's average nonborrowed
reserve path for multiweek reserve periods as a whole,
but they frequently led to sizable misses from the
weekly nonborrowed reserve objective. Large projection errors, like overborrowing or underborrowing, may
result in sharp changes in interest rates, which confuse
the market on the System's policy intentions and thus
impede monetary control.
Because the projections are subject to a large degree of error, the Desk also looked at other indicators
of reserve supplies, such as the behavior of the Federal
funds rate and the volume of dealer offerings at various rates when the Desk solicited propositions for RPs
and matched sale-purchase transactions. Each week,
the Desk had some rough idea of where funds might
be expected to trade consistent with the mix of borrowed and nonborrowed reserves that it was seeking.
If the funds rate moved significantly above or below
this level, it suggested there might be an error in the
projections. The Desk was aware that other factors
could also influence funds rate behavior and, hence, it
was cautious about using the funds rate as a guide
to operations. Of the relatively few times that the behavior of the funds rate relative to expectations actually influenced operations since the October 6 program,
the Desk found it a somewhat useful, although not
wholly reliable, guide to reserve supplies.4
With the Desk aiming to achieve reserve objectives
rather than a Federal funds ratetarget, both the timing
and frequency of Desk operations have changed markedly under the new reserve approach. The most notable change has been in the timing within the day
of Desk entries in the market to arrange RP5 and
matched sale-purchase transactions. Such actions are
now largely initiated within the period from 11:30 a.m.
to 12:15 p.m., following the regular morning conference
call which reviews reserve projections and market developments. By operating chiefly within this period,
the Desk has tended to reduce the significance that
the market attaches to the Federal funds rate prevailing at the time of market entry. By comparison, under
the Federal funds rate strategy, the Desk was prepared

4see Implementingthe NewOperatingProcedures:The View trom
the Trading Desk, pan ot the Federal Reserve Staff ReviewofMonetary
Control Procedures(January1981), pages15-16. This studyfound
that the Federal funds rate provided reasonablygood guidancewhen
reserve projections were well offthe mark but was less reliable when
there were small misses.
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Table 2

Comparison of ActualReservesto Path: Summary
Four weeks ended February 6, 1980to fourweeks ended January 14, 1981

Deviations

Average
deviation per
reserve period
(millions of
dollars)

frompaths

Averageabsolute
deviationper
reserve period
(millions of
dollars)

Averageabsolute
deviation as
percentageof
reservemeasure
(percent)

Nonborrowed reserves:
—144.3

Total
Accepted orintentional:
Transition between reserve periods
Weekly deviation of borrowing
Special borrowing
Monetary aggregategrowth
Federalfunds rate constraint
Unintentional:
Dealer propositions
Projection errorsl

— 55.5
— 45.0
—

3.8
— 13.4
— 1.4
10.9
+
— 36.2

170.9

041t

65.5

0.13

45.0
3.8

0.11

13.4
1.4

0.03

12.9
49.7

0.03
0.12

Totalreservee:*
326.

0.77t

Required
Excess

+ 68.7
108.7
+
— 40.0

338.4
72.6

0.79
0.17

Nonborrowed
Borrowed

—144.3
212.9

170.9
382.2

0.40
0.90

Total

+

it

Computedfrom adjusted paths.
individual componentsdo not sum to total becauseof interactionof components.
Calculatedas residual.

t

to intervene in the market well before

11:00 a.m. and

after 1:00 p.m. if the funds rate deviated in either direction by
to ¼ percentage point or so from the

System's objectives.
The frequency of Desk operations in the market also
seems to have changed significantly under the new
operating procedures. Over the first year under the
reserve approach, for example, the number of Desk
market entries to arrange RPs and matched salepurchase transactions dropped by about one third from
the level of the previous year. The largest percentage
decline appeared to be in the number of entries to
arrange a relatively small volume of transactions (less
than $1 billion). Under the Federal funds rate strategy,
such transactions were often used to signal the System's policy intentions, even when reserve projections
suggested no need for action.5
Forafurther discussion of the impact of thenew procedureson the
frequencyand timing of Desk actions, ibid.,pages 17-19.

66

FRBNYQuarterly Review/Summer 1981

Experience in hitting reserve paths
Table 2 summarizes the System's record in achieving
its path objectives for nonborrowed and total reserves
in 1980. Specifically, the table shows average deviations from path, and the source of these deviations,
for the thirteen reserve periods running from the four
weeks ended February 6, 1980to the four weeks ended
January 14, 1981. Deviations are measured from adjusted (rather than original) path levels, since these
were the objectives that the System sought to hit.
For nonborrowed reserves, deviations (ignoring sign)
averaged about $170 million per reserve period, or
0.4 percent of the average level of nonborrowed reserves. Deviations were much larger for total reserves.
They averaged about $325 million (again ignoring sign)
or nearly 0.8 percent of total reserves. As explained
below, there was a tendency for nonborrowed reserves
to come in below path; over the year as a whole, nonborrowed reserves ran about $145 million on average
below path values for the thirteen reserve periods. In
contrast, total reserves were about $69 million above

path, on average, reflecting the overshoot in required
reserves associated with somewhat higher than targeted monetary aggregate growth over the year, offset
in part by a shortfall in excess reserves.
Of the absolute deviations in nonborrowed reserves
from path, about two thirds represented decisions to
tolerate or even to aim for reserve supplies either
above or below average path values. They arose from
a variety of considerations but mainly reflected a
desire to maintain continuity in the degree of adjustment pressure on the banks in the transition from one
reserve period to the next around the time of the
FOMC meetings and deviations from expectations for
borrowing in the final week of a reserve period. Unintentional deviations resulted primarily from reserve
projection errors and, to a lesser extent, from the
inability of the Desk to arrange the volume of open
market operations planned because of insufficient
dealer propositions.
The tendency for nonborrowed reserves to come out
below path largely reflected the behavior of borrowing
over the year which more often ran above rather than
below expectations, especially during periods of rising
interest rates. Instead of allowing a huge excess at
the end of statement weeks, the Desk at times deliberately chose to undershoot its weekly nonborrowed
reserve objective. When this occurred in the final week
of a reserve period, it meant that nonborrowed reserves would come out below the average path value
for the period as a whole. Moreover, even if it occurred earlier in the period, it meant that there might
be a large gap in nonborrowed reserves to fill in the
final week, with the implication of a large drop in
borrowing in that week, even when the FOMC's new
instructions might involve a rise in the subsequent
week. At such times, the Desk chose to avoid large
changes in adjustment pressure in the final week, and
thus would allow or even encourage nonborrowed
reserves to come out below the path value.
Conducting Open Market Operations
January to April
Money growth in the aftermath of the October 6, 1979
policy changes was close to, or somewhat below, the
Committee's objectives in late 1979 and in early 1980,
but growth began to pick up and exceed the Committee's objectives as the first quarter unfolded. The
System's new operating procedures automatically imposed resistance to the overrun; reductions of the
nonborrowed reserve path and an increase in the
discount rate reinforced the drag on money growth.
Very early in the year, however, the aggregates
tended to fall short of the objectives set at the Corn-

mittee's January meeting. These objectives specified
growth over the December-to-March period at annual
rates of 4 to 5 percent for M-1 and 7 percent for M-2,
in each case using the definitions as they existed before the redefinition in February 1980 (Table 3). In
consequence, total reserves fell below their path level
in the interval following the January meeting, the
four weeks ended February 6. The initial borrowing
assumptionused in constructing a path for nonborrowed
reserves was $1.0 billion, down from $1.5 billion on
average in December. However, over the first three
weeks, borrowing consistently ran high, especially
over the weekends. By the final week, because of the
resultant overruns in borrowed reserves, the Desk
confronted a situation in which achievement of the
nonborrowed reserve path on average for the period
implied that excess reserves would have to be quite
high, even if borrowing fell to zero. Such a drastic
easing in reserve availability seemed inappropriate
and would have been highly confusing to the financial
markets. The interim nonborrowed reserve objective
for the final week was adjusted to imply a modest
amount of borrowing for the week, but average borrowing of about $1.25 billion for the entire four-week
period. Nonborrowed reserves came out slightly above
the intended level for the week, but averaged $380
million below path for the period, and total reserves
were $125 million below path. Federal funds generally traded in the area of 13 to 14 percent over the
period.
At the February meeting, the Committee indicated
an initial borrowing level of $1.25 billion for drawing
the path, which was close to the actual level in the
previous intermeeting period. It was anticipated that
this would be associated with Federal funds trading in
about the same range as in January. During February,
projections of the aggregates soon pointed to greater
than desired strength in M-1A, M-1B, and M-2, compared with the Committee's growth objectives. As
projected demand for total reserves moved well above
its path, a number of steps were taken. In mid-February
the nonborrowed reserve path was lowered to promote a more rapid return of aggregate growth to desired levels; the reduction affected both subperiods
in the interval following the February meeting, the
three weeks ended February 27 and the three weeks
ended March 19. The Federal Reserve Board also
approved an increase in the discount rate of 1 percentage point to 13 percent to exert pressure in the same
direction. The average Federal funds rate moved up by
a bit more than 1 percentage point to about 14.90 percent for the week ended February 20. The Committee
raised the top of the funds rate range from 15½ percent
to 16½ percent late in the first subperiod, when it apFRBNYQuarterly Review/Summer 1981
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Table 3

Specifications fromDirectives ofthe Federal Open Market Committee

Date

of
meeting

1/9/80

2/5/80

3/18/80

4/22/80

Specifiedshort-term
annualized ratesof
growth for period
mentioned (percent)
M-1A M-1B M-2

tion for

Range for
Federal

funds rate
(percent)

borrowed
reserves

(millions of
dollars)

•

Discount rateon
dayof meeting
and subsequent
changes (percent)

Decemberto March

45*

7

Decemberto March
5 6½

4½

11

12

1.000

1,250

December10June
5 7¾
4½
(or somewhatslower)

13-20

2,750

13

+3

Decemberto June
4½
5
6¾
(or somewhatslower)

13-19

1,375

13

+3
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Notes
TheCommittee'sobjectives were
set in termsof M-1and the old
definitions ofM-2and M-3. In
July 1979, the Committeehad set
growthofobjectives forM-1, M-2.
and M-3 from the fourth quarter
of 197810 the fourth quarter of
1979of310 6. 5to 8. and 6 to
9 percent,respectively. (The
M-1 objective incorporatedlater
revisionsin assumptionsabout
the growthof NOWand ATS
accounts.) TheCommitteeanticipated growth in 1980 within
those ranges.

FOMC indicated its objectives
would be furtheredbygrowthof
13on2/15 M-1A, M-1B, M-2, and M-3from
+3percentsur- the fourth quarter of 1979 to the
fourth quarter of 1980within
charge on 3/17
ranges of 3½ to 6, 4 to 6½,
6109, and 6½ to9½ percent, respectively.The associated rangeforbank creditwas 6
to 9 percent.On February22,
the upper limit ofthe range for
Federalfunds rate was raisedto
16½ percent.On March 6, 1980
theupper limit ofthe range for
Federal funds was raised to 17½
percent. The next day the Committee further modified the
domestic policy directive to
raise the upper limit of the
range for Federal funds
to 18 percent.

llYa-l5Va

* Ratesfor M-1 and old definition for M-2.
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Initial
assump-

12

On May 6 the lower limit ofthe
range for Federal funds rate was
reducedto 10½ percent.The
3 percent surcharge was
removed effective May 7.

Table3 (continued)

Specifications fromDirectives of theFederal Open Vtflarket Committee
Initial
assumpSpecified short-term
annualized ratesof
growth for period
mentioned (percent)
M-1A
M-1B M-2

tion for

Range for

borrowed

funds rate
(percent)

reserves
(millions of
dollars)

8½-14

100

June to September
7
8
8

8½-14

75

8/12/80

June to September
6½
9
12

8-14

75

9/16/80

August to December

8-14

750

Date

of
meeting

5/20/80

7..7

ApriltoJune
8

Federal

(or moderatelyfaster)

7/9/80

4

10/21/80

6½

8½

Septemberto December
2½
5
7¼

Discountrate on
dayof meeting
and subsequent
changes (percent)

Notes

13

12 on 5/30
11 on 6/13
ObjectIvesfor 1980remainedthe
same. In addition,on July 29 the
Committee
forthe
lOon 7/28
agreedthat,
period from the fourth quarter of
1980tothe fourth quarter of 1981.
it looked for a reductionof
theranges forgrowth of Y2 percentage point fromthe ranges
adoptedfor 1980, abstractingfrom
Institutional influencesaffecting
the behaviorofthe aggregates.
11

10
10

lion9/26

9-15

11

1,300

12+2
on 11/17
11/18/80

Septemberto December

2½

5

7¾

13-17

(orsomewhat less)

12/19/80

Decemberto March
7
4¼
4¾
(orsomewhatless)

15-20

1,500

1,500

+ 23
+
on 12/5
12
13

13

+3

On November26the Committee
raised the upper limit of the
range for the Federalfunds rate
to 18 percent. On December 5
the Committee modified the
directive by providing leeway
for pursuit of the Committee's
short-run objectives for the
behavior of reserve aggregates
without operationsbeing precisely constrained by the intermeeting range for the Federal
funds rate for one week, and
then extended it to the meeting
on December 18-19, 1981.
The objectives abstractedfrom
the effects of deposit shifts
connectedwith the introduction
of NOW accounts on a nationwide basis, It was recognized
that the introduction of NOW
accountsnationwideatthe
beginningof1981 could widen
thediscrepancy between
growth of M-IA and M-1B.
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peared that achievement of the reserve objective would
produce a firmermoney market.
The level of borrowing implied by the nonborrowed
reserve path rose to $2.1 billion during the week of
February 27, the final week of the subperiod, as the
demand for total reserves built up. In that week, the
Desk was willing to accept some shortfall of nonborrowed reserves from the objective when data on
the aggregates indicated additional strength. On average, total reserves were about $265 million above path
for the first subperiod while nonborrowed reserves
were about $250 million below path.
In the second subperiod, the nonborrowed reserve
path was lowered again to slowthe growth of reserves
and the implied level of borrowing rose to about $2.25
billion. In this period, banks borrowed heavily early in
the week as they began to anticipate another increase
in the discount rate. At the same time the money
market firmed substantially, with funds often trading
above 16½ percent. The Committee again raised the
top of its Federal funds rate range, boosting it first to
17½ percent and then to 18 percent. In the final week
of the interval, a 3 percentage point surcharge above
the discount rate was imposed on frequent borrowing
by large banks as part of the credit restraint program
inaugurated on March 14.
With borrowing running high early each week, the
Desk risked overshooting on total reserves and providing substantially more excess reserves than the
level incorporated in the path if it sought to meet the
nonborrowed objective. Alternatively, it could come
close to total reserves by allowing nonborrowed reserves to fall short of the weekly interim objective. The
Desk chose the first alternative late in the first week,
when it appeared that the demand for excess reserves
would be high, compared with the level contained in
the path, as banks moved to offset a deficit in the
previous week. It chose the second alternative for the
second week, when it appeared that total reserves
would move even further above path, threatening massive and unwanted excesses. Borrowing thus rose to
$2.5 billion and then to $3.4 billion, well above the
levels implied by the path.
As a result of the high borrowing, in the last week
borrowing consistent with hitting the nonborrowed
reserve path was fairly low—about $1.2 billion. However, adding nonborrowed reserves to the degree
consistent with such a decline in borrowing hardly
seemed in keeping with the thrust of policy just emerging as part of the March 14 credit restraint program.
Therefore, the nonborrowed reserve interim objective
for the week kept the implied level of borrowing equal
to the objective of the previous week, about $2.2 billion. As it turned out, borrowing again was very heavy
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over the weekend and, rather than press redundant
reserves on the banking system, the Desk allowed nonborrowed reserves to fall below the objective while
borrowing averaged about $3.0 billion. Consequently,
the three-week average of nonborrowed reserves
turned out $670 million below path, while total reserves

were about $660 million above path.
The March Committee meeting followed by four days
the announcement of the Carter administration's program of fiscal and monetary restraint. At that meeting,
the FOMC placed the Federal funds range at 13 to 20
percent. The Committee agreed to an initial borrowing level of $2.75 billion for establishing the nonborrowed reserve path, while recognizing that the
imposition of the 3 percentage point surcharge on
frequent borrowing by large banks as part of the credit
restraint program was introducing additional uncertainty about borrowing demands. On the one hand, it
was felt that large banks might curtail their use of the
window to avoid the surcharge and any stigma it might
confer. On the other hand, some banks might misconstrue the new policy as allowing unfettered access
if banks were willing to pay the surcharge. In the first
two weeks of the interval, which covered the five weeks
ended April 23, nonemergency borrowing' dropped
back from the levels seen at the end of the previous
interval. This occurred even as the Federal funds rate
rose to the range of 18 to 20 percent, from the 16 to
16½ percent area prevailing in mid-March (Chart 6).
In response to the apparent downward shift in borrowing, the nonborrowed reserve path was raised by
$150 million in the second week.
By early April it was apparent that the aggregates
were weakening. Automatically the level of borrowed
reserves began to fall as the demand for total reserves
decreased in relation to the path established for nonborrowed reserves. Operations maintained nonborrowed reserves close to, or slightly above, their path
levels throughout most of the interval, while actual
borrowing declined from the area of $2.7 billion in the
first week to about $2.25 billion or a bit higher over the
middle three weeks. In the last week, a large downward revision in the projected demand for total reserves indicated that borrowing would be likely to drop
sharply if the nonborrowed reserve path were met. In
viewof the imminence of the Committee meeting, it was
decided that the week's objective should not fully allow
for such an abrupt shift in borrowing. However, during
'Borrowing byone particular large regional bank, which was notstrictly
in thenature of short-term adjustmentborrowing,was includedinthe
borrowingdata forthe period. In subsequentperiods, when that bank's
borrowingbecame relatively high and was considered emergency
borrowing,that borrowingwas treatedas nonborrowedreservesin
calculatingthe paths.

that week borrowing swung back up, and by the week's
end it appeared that borrowing would run well above
the desired level. In these circumstances, the Desk
allowed nonborrowed reserves to fall short of the interim objective. For the period, total reserves averaged
about $485 million below path and nonborrowed reserves were about $310 million below path.
The money and bond markets reacted sharply to
the System's moves in late winter. The spread between
the Federal funds rate and the basic discount rate
widened substantially in response to the rise in discount window borrowing and to the introduction of a
surcharge on borrowing by large banks. While the
credit restraint program led initially to higher prices
on debt securities, the steep rise in the Federal funds
ratewas soon accompanied by pressures in the securities markets as well. Interest rates on many issues
rose to record highs in late March.

April to August
The steep decline in economic activity during the
spring was accompanied by considerable weakness in
the aggregates. The weakness was especially pronounced in April; M-1A contracted at a record annual
rate of nearly 20 percent. The aggregates then stabi-

lized in May and rebounded in June and July, but the
narrow aggregates still remained low as compared
with the FOMC's longer run objectives. The System's
procedures acted to keep nonborrowed reserves expanding so that banks repaid their discount window
borrowing in April and May as the demand for total
reserves fell. The Federal funds rate and other market
rates dropped sharply, along with the weakening economy. Reserves then generally grew at a rate deemed
consistent with the Committee's short-run goals
through early summer.
At the April 22 meeting the Committee's initial
borrowing assumption averaged about $1.4 billion,'
down from $2.75 billion at the previous meeting. In
the following four weeks the demand for total reserves
fell considerably below path. In view of this shortfall,
the nonborrowed reserve path was raised by $100
million relative to the total reserve path. As the period
progressed, the level of borrowing impliedby the paths
fell to about $200 million in the second week of May.
In the money market the funds rate fell from about
17½ percent during the week of the meeting to an
average of about 13 percent in early May. On May 6,
the Committee voted to lower the bottom end of its
Federal funds range from 13 percent to 10½ percent
'Thepaths actually incorporated assumedborrowing levels of$1.5
billion in the firsttwo weeks followed by $1.2 billionin the last two
weeks of the period.
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given the low levels of borrowing expected. (Also on
that day the Board eliminated the 3 percentage point
surcharge.) By the last week of the period, the week
ended May 21, the implied level of borrowed reserves
was zero. On the last day of the week—the day after
the May Committee meeting—the money market eased
considerably in the morning, and sizable amounts of
funds traded at 9¼ percent. At that meeting, the Committee had indicated that the Desk should not allow
the funds rate to decline significantly within its new
range of 8½ to 14 percent without being consulted.
In these circumstances, the Desk drained a small
amount of reserves even though projections indicated
that nonborrowed reserves were close to the level
desired. Despite this, nonborrowed reserves were only
FRBNYQuarterly Review/Summer 1981
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$58 million below path for the four-week period, although total reserves were about $890 million below
path.
By mid-spring it was evident that the aggregates
had weakened dramatically along with the economy in
the wake of the credit restraint program. At the time
of the May meeting the narrow aggregates were well
below the lower bound of their annual path rates
(Charts 1 and 2). The steepness of the decline in
economic activity argued for a rapid return in money
growth back to path in order to cushion the recession.
However, other considerations suggested a more
gradual approach.
For one thing, the broad monetary aggregates were
not nearly so weak as the narrow aggregates. By the
May meeting, both M-2 and M-3 appeared to be
slightly above or close to levels consistent with the
lower bounds of their ranges. For another, the much
sharper decline in the narrow aggregates from what
would have been expected on the basis of past relationships between money, interest rates, and the
economy raised the possibility of a downward shift in
the demand for money. Finally, short-term interest
rates had already moved sharply lower, in part, because the new reserve approach provided for a generous supply of nonborrowed reserves relative to reserve demands as money weakened. A further drop in
rates would risk exacerbating inflationary expectations,
threatening the value of the dollar in exchange markets
and ultimately requiring a sharp rise in rates later
in the year as money growth responded with a lag to

the low rates.

Given these considerations, the Committee chose
short-term monetary objectives at the May meeting
designed to return aggregates back to path over a
period of months. The Committee indicated that it
would accept moderately faster growth without automatically putting upward pressure on rates. Therefore,
in the period between the May and July meetings,
the reserve paths were adjusted flexibly so that faster
growth of the aggregates would not result in increased
borrowing. In effect, a minimum path was established
based upon the Committee's acceptable growth rates
over May and June: 7 to 7½ percent for M-1A, 7½ to
8 percent for M-1B, and 8 percent for M-2. When the
If such a shift had beenpermanent,resulting from the impact of
record high interest ratesin thewinter, it would have implied that less
moneymight be needed to support a given level of economicactivity,
suggesting thattheappropriate policy might be to aim forgrowthof the
narrow aggregatestoward the lower boundsof theiryearly ranges,
Alternatively,if it had reflected the special impact of thecredit
restraintprogram,then moneygrowthwould be expectedto rebound
on its own, either as the effectsof the programdissipated or asthe
programwas lifted,
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projected demand for reserves exceeded the minimum
total reserve path, the total reserve path for operational
purposes was increased to make it equal to the projected demand. (Otherwise, an increase in the demand
would have called for an increase in borrowing.) In all
but one week of the May-June interval, the projected
demand for total reserves did exceed its minimum
path, and the average level of borrowing implied by the
paths for the period as a whole remained generally at
the frictional level of $100 million approved initially
by the Committee.
Under this procedure, there was some uncertainty
as to where Federal funds would trade given the frictional levels of borrowing implied by the paths. Federal
funds were not expected to trade much above the
discount rate, which was 13 percent at the beginning
of the interval and was lowered in two steps to 11 percent by mid-June. On the other hand, the Committee
had established a Federal funds range of 8½ to 14 percent. As implied borrowing moved down to frictional
levels, the Desk began to encounter operational difficulties that recurred from time to time through July.
If additional reserves were made available beyond
those needed to meet requirements, they inevitably
would push up excess reserves in the week. As banks
attempted to get rid of the excesses, they would put
downward pressure on the Federal funds rate. This
process was limited in practice by Desk action to minimize substantial funds rate trading below the lower
bound. Even in the face of this difficulty, nonborrowed
reserves came out only $95 million below the upward
revised path in the subperiod ended June 18 while
total reserves were $65 million below their path level.
In the remaining three weeks of the intermeeting
period, borrowing tended to average even less than
the $100 million level incorporated in the paths for the
second subperiod. It was decided to tolerate the lower
borrowing because pushing it up to offset shortfalls
did not seem in keeping with the spirit of previous
Committee decisions. Nonborrowed reserves averaged
about $100 million above path for the three-week interval, reflecting also a large excess which proved difficult to dislodge late in the last week. Total reserves
were $80 million above path on average, again reflecting the high excesses.
In the period between the July and August meetings,
the path-setting procedures were designed to resist
weakening in the aggregates as in the previous period
and to accommodate modest strengthening. Early in
the period this accommodation was made. In addition,
the Federal Reserve Board approved a decrease in the
discount rate to 10 percent on July 28. However, later
in the interval, growth of the aggregates proved faster
than the Committee desired, and the Desk began to

resist by holding back on the provision of nonborrowed
reserves and inducing an increase in borrowing.
About the time that implied levels of borrowing began to rise (to about $235 million on average for the
period), banks appeared to boost their demand for
excess reserves temporarily, which meant that borrowing rose faster than intended. (Later it turned out that
underestimation of required reserves after the termi-

nation of marginal reserve requirements meant that
reserves were scarcer relative to demands than had
been realized.) Nonborrowed reserves were virtually
equal to the path for the period, while total reserves
were $150 million above path (after revision for the
impact of the marginal reserve requirement calculation).
Most interest rates bottomed out in June. Heavy issuance of long-term debt in the late spring, as corporations took advantage of the improved market climate,
stemmed the decline in long-term rates. Projections of
higher recession-induced Government deficits and the
possibility of a tax cut also weighed on the markets,
and rates inched upward in the early summer.
August to the year-end
The growth of the aggregates proved to be strong
over the summer and through the autumn. Initially,
growth of the narrow aggregates served to move these
measuresback into the Committee's preferred annual
ranges. It was not until mid-autumn that their fast
growth appeared sustained enough to raise fears of
overshooting. Nevertheless, the reserve-targeting procedures automatica'ly began to exert pressure on reserve growth by forcing banks into greater use of the
discount window. Again this response was reinforced
when large gaps developed between the demand for
total reserves and the path levels consistent with the
Committee's desired growth of the aggregates. The
nonborrowed reserve paths were lowered relative to
the total reserve paths, the discount rate was raised,
and a surcharge was reimposed on frequent borrowing
by large banks. Throughout much of the period, though,
it proved difficult to gauge the relationship between
borrowing and money market conditions.
These pressures produced a sharp rise in interest
rates over the latter part of the year. The bounce back
in money growth engendered concern about inflationary pressures. Rates increased as many businesses
and consumersstepped up their demands on the credit
markets when the economy rebounded after the steep
drop in the second quarter. The end of the credit
restraint program in the summer possibly contributed
to the pickup in borrowing in the household sector.
Long-term rates reached new record highs in early
December and then backed off a bit. Short-term rates

also moved up sharply and, in some cases, exceeded
the records set in the spring.
Shortly after the August Committee meeting, the
aggregatesshowed unexpected strength as only a part
of the $10 billion bulge in the narrow aggregates for
the week of August 6 washed out, and even that was
soon regained. The aggregates generally continued to
strengthen over the intermeeting period. As the demand for total reserves increased relative to the nonborrowed reserve path, implied borrowing rose to the
area of $400-500 million and then to about $750 million in the week of the September meeting. (An initial
borrowing level of $75 million was used in constructing
the paths for the five weeks ended September 17.) The
Desk's strategy over the interval was to encourage
the firmer money market conditions that would be
associated with the higherborrowing levels while seeking to avoid actions that might affect the markets
too abruptly. The Desk took note of comments made
during a telephone conference of the Committee on
August 22, to the effect that care should be taken to
avoid a market overreaction even at the risk of some
possible delay in meeting reserve objectives.
Early in the interval the Desk grudgingly supplied
reserves to fill projected needs, but the Federal funds
rate generally remained below the 10 percent discount
rate even though it might have been expected that the
funds rate would be in the area of 10 percent or somewhat above. After a shortfall in borrowing from the expected level in the first week, the Desk was able to
achieve average borrowing near its intended level in
the second week only by allowing tight money market
conditions to develop, resulting in heavy borrowing
on the last day. This heavy borrowing then extended
into the week that included the Labor Day holidayeven
though the Deskfilled a projected reserve need early on.
Even so, Federal funds generally traded at rates below
those that normally would have been associated with
the actual level of adjustment borrowing, about $1.2
billion. Federal funds averaged 10.47 percent for the
week. By the last week of the interval, the expected
level of borrowing was $750 million after allowing
for a $150 million downward revision to the nonborrowed reserve path, but borrowing was much higher
than that over the weekend. Rather than aim for the
nonborrowed reserve objective and produce an overabundance of total reserves and easier money market
conditions, the AccountManagementtolerated a shortfall in nonborrowed reserves for the week and also
a $110 million shortfall for the intermeeting interval.
Meanwhile, total reserves were $360 million above path
on average, reflecting the rapid growth of the aggregates.
In the period following the September meeting, the
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strengthening in the demand for total reserves relative
to the nonborrowed reserve path implied amounts of
borrowing above the $750 million level approved
by the Committee. As early as the second week it also
seemed appropriate to consider lowering the nonborrowed reserve path. However, to assess the demand
for reserves and borrowing in the wake of the discount
rate increase to 11 percent announced early in the
second week, a reduction of the nonborrowed reserve
path was delayed until the third week, when it was
lowered by $200 million.
The tendency of borrowing to run higher than expected early in the week persisted into the first few
weeks of the interval following the September meeting.
Again the Desk faced the dilemma of hitting the weekly
nonborrowed reserve objective and producing a total
reserve surfeit at the week's end or of tolerating a
shortfall from the objective. The Account Management
chose the latter alternative in the first two weeks as
borrowing was in the area of $1.6 billion to $1.9 billion,
well above the levels of $1.1 billion to $1.2 billion implied by the paths. Later in the period the Desk at times
provided large amounts of reserves early in the week
to forestall heavy borrowing over the weekend and to
permit nonborrowed reserves to turn out closer to the
weekly objectives. Nonborrowed reserves turned out
$80 million below path on average for the period as a
whole, and total reserves were $380 million above path.
During the intermeeting interval there was strong
demand for reserves, reflecting the strong growth of the
aggregates. The feeling developed that the building
pressure might continue, and banks moved to a more
cautious stance toward borrowing. This contrasted with
the perceptions in Septemberwhen banks had been willing to borrow at the discount window rather than bid
up the funds rate because of their clear borrowing
records over the summer. However, once borrowing
levels mounted and the discount ratewas raised, banks
seemed less complacent about their potential future
recourse to the window and more willing to pay higher
rates in the money market to obtain funds. The cumulative evidence of rapid growth of the aggregates and
a rebound in the economy probably played a role, too.
While the resurgence of money growth in the
summer had not been a major cause of concern, because it had moved the aggregates back in line with
the Committee's yearly ranges, concern mounted as
the growth remained strong. By the October meeting,
M-1A growth from the fourth quarterof 1979 was just
about at the midpoint of its yearly range, while M-1B
and M-2were somewhat above the upper limits of their
respective ranges. It was recognized at this meeting
that ATS and NOW accounts were rising more rapidly
than had been expected when the yearly ranges were
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set in February, depressing M-1A and boosting M-1B.
After adjustment for this factor, both measures were
near the upper ends of the Committee's ranges.

Against this background, the Committee favored a
marked slowdown in money growth from the very rapid
pace in August and September. However, there was
concern that a harsh program of attempting to bring
the aggregates back toward the midpoints of their
ranges by the year-end would, given the lag in the
impact from market conditions to money behavior, run
the risk of engineering an undershoot in money growth
going into 1981. Thus, the Committee chose short-run
objectives for the September-December period that
were more consistent with the upper ends of their
yearly ranges but were designed to produce an appropriate policyover a longer period.
In the four-week period following the October meeting, the demand for total reserves exceeded the nonborrowed reserve path by a generally widening margin
due tothe rapid growth ofthe aggregates.Reflecting this
and a downward adjustment of $150 million in the nonborrowed path, the implied level of borrowing over
the interval rose to $1.5-1.6billion, compared with the
initial level of $1.3 billion incorporated in the paths.
In practice, borrowing generally exceeded the implied
levels, in part because the demand for excess reserves
rose, especially afterthe initial phasing-in of the Monetary Control Act (MCA) starting in mid-November.
Nonborrowed reserves were $40 million below the
average path level for the period, largely as a result
of a shortfall in market factors on the last day. Total
reserves, on the other hand, were $350 million above
path, reflecting the strength in the aggregates.
In this environment, the Federal funds rate moved
up from about 13¼ percent in the first week to an
average of around 15¼ percent in the last week.
Higher borrowing levels were partly responsible, but
perhaps even more important were the increase in
the discount rate to 12 percent and the imposition of a
2 percentage point surcharge late in the interval.
The last week in the period was the first week that
reserves were held under the provisions of the MCA.
The implementation of the MCA resulted in a large
decline in reserve requirements (about $2.9 billion
net) at the same time that many financial institutions
were required to hold reserves at Federal Reserve
Banks for the first time. Excess reserves' turned out
to be very high in that first week. In subsequent weeks
Total reserveswere defined as reserve balanceswith FederalReserve
Banksplusvaultcash at institutionswith required reserve balances
plus vaultcash equal to required reserves at other instilulions. The
effect was to remove from thedefinition of excessreservesthe surplus
vault cash at those institutionswherevault cash exceededtheir
reserverequirements.

(through early 1981), excess reserves remained high
by historical standards, a development that proved to
be puzzling. They averaged about $580 million through
mid-January, compared with about $360 million in the
similar period a year earlier.
Following the November meeting, the estimated demand for total reserves over the five weeks ended
December 24 was initially fairly strong, compared with
the total reserve path. In view of this strength the
nonborrowed reserve path was lowered by $170 million
relative to the total reserve path. In addition, effective
December 5, the basic discount rate was boosted by
1 percentage point to 13 percent and the surcharge
was raised to 3 percentage points. The implied levels
of borrowing for the early weeks of the period were
about $1.8-2.0 billion, compared with the level of
$1.5 billion initiallyspecified.
The money market tightened considerably over the
early part of the interval. Funds began trading above
the upper end of the Committee's 13 to 17 percent
range and, at the end of the first week, the FOMC
raised the upper end of the range to 18 percent. Following the increase in the discount rate in early
December and further firming in the funds rate above
18 percent, the FOMC voted to allow the Desk temporary leeway to exceed the 18 percent upper funds
rate limit. In thö following week, this authority was
extended until the December meeting.
By mid-December the implied borrowing levels
dropped a bit because borrowing in earlier weeks had
run above the expected levels and because the gap between the demand for reserves and the path narrowed.
The funds rate fell back slightly in the last week of the
interval, the week ended December 24,° as the Desk
O For path-settingpurposes,the December24week was also included
in the firstfour-week subperiodfollowing the Decembermeeting. Since
the paths implied a borrowing level of $1.5 billionforthatinterval, the
nonborrowedreserve path for the five-weekintervalended December
24was altered to allow forborrowing atthat level.

was aiming at a level of nonborrowed reserves consistent with $1.5 billion of borrowing. As it turned out,
reserves were much more plentiful than expected on
the last day; nonborrowed reserves averaged $65 million above path as excess reserves amounted to about
$800 million for the week. Total reserves were $320
million above path over the intermeeting interval.
The aggregates started to weaken early in December, with the narrow aggregates actually falling for
the first time since the spring. The weakness was
quickly reflected in borrowing levels as the projected
demand for reserves fell in relation to the nonborrowed
reserve path. By the final week of the fourweek subperiod following the Decembermeeting, the week ended
January 14, the implied weekly borrowing had fallen
to about $925 million, although this partly reflected
the need to compensate for the higher borrowing early
in the period. However, the Desk held back on reserve
provision late in the last week, when reserves appeared
to be more plentiful than they actually turned out to
be. For the period as a whole, nonborrowed reserves
averaged $40 million less than path, and total reserves
were $110 million below path. Despite the reduction of
pressures on reserve positions, the money market remained unusually firm. In part, this reflected the typical
year-end pressures in the money markets, as many
firms dressed up their balance sheets for statementpublishing-date purposes. While the average funds
rate dipped at the year-end, it rose to a record high
level of slightly over 20 percent during the first week
in January, even though discount window borrowing
was only about $1.1 billion that week.
The securities markets took encouragement from
the weakness in the aggregates and rallied in the latter
part of December. Many participants felt that the System might relax its policy stance and that the high
interest rates which developed would probably restrain
the economy in the coming year. The rally lost some
of its steam in January 1981 when .the economy continued to show underlying strength.
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