Monetary Policy and Open
Market Operations during 1992

Overview

During 1992, monetary policy was directed toward pro-
moting and extending the economic recovery that had
begun the previous year and toward achieving a further
moderation of inflationary pressures Following a series
of moves to ease reserve pressures Iin the second half
of 1991, policy 1n 1992 was initially placed on hold A
burst of growth In the monetary aggregates and In
consumer outlays early in the year suggested that the
basts for a solid economic recovery might be in place
Nonetheless, because economic prospects remained
uncertain, the Federal Open Market Committee eased
reserve pressures shghtly in April when 1t observed a
fallback in the broader monetary aggregates and signs
of a weakening economic expansion Two further easing
steps were implemented over the summer as evidence
accumulated that the recovery was losing momentum A
move In July was associated with a Y2 percentage point
cut In the discount rate to 3 percent Over the last
several months of the year, labor market and other
economic indicators showed renewed strength In these
circumstances, and with price data pointing to a con-
tinued trend to lower inflation, the Committee left mone-
tary policy unchanged

Adapted from a report submitted to the Federal Open Market
Committee by Willam J McDonough, Executive Vice President of
the Bank and Manager of the System Open Market Account
Spence Hilton, Senior Economist, Open Market Analysis Division,
and Peter Kretzmer, Economist, Open Market Analysis Division,
were primarly responsible for the preparation of this report under
the guidance of Ann-Marie Meulendyke, Manager, Open Market
Department Other members of the Open Market Analysis Division
assisting In the preparation were Robert Van Wicklen, Theodore
Tulpan, and Melanie Hardy Sangkyun Park, Economist, Domestic
Financial Markets Division, also assisted

The three moves to reduce reserve pressures induced
a 1 percentage point reduction in the federal funds rate
and contributed to a modest decline in other short-term
interest rates during the year. Yields on short-term
fixed-income securities fell in line with the funds rate
during the middle of the year, but then rose In the finai
quarter as the expansion strengthened and as expecta-
tions of further monetary policy accommodation dimin-
1shed. Meanwhile, longer term rates moved up early In
the year, fell at midyear, and then rose again in advance
of the presidential election These yields moderated
once more after the election, ending the year about
where they began. Although long-term rates were sup-
ported by encouraging Inflation statistics, uneasiness
about future inflation ingered and sometimes impeded
rate declines Particularly during the election campaign,
anxieties concerning the implications for federal budget
deficits of possible future fiscal stimulus measures
helped to hft longer term rates

Declining short-term interest rates, a steep yield
curve, and heavy mortgage refinancing activity stimu-
lated rapid growth in M1 deposits during 1992. In con-
trast, the broader monetary aggregates increased only
very slowly, with both M2 and M3 ending the year below
the bottom of their annual growth ranges The weak-
ness was associated to an important extent with the
continuing efforts of households to move funds out of
depository institutions and into market instruments
offering more attractive returns. At the same time, weak
loan demand was discouraging banks from competing
actively for time deposits

Financial strains 1in major sectors of the economy
generally eased during 1992, assisted by declining
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interest rates, economic expansion, and increased
equity 1ssuance. Falling short-term interest rates facili-
tated a widening of bank profit margins and, through the
refinancing of outstanding debt, helped to reduce debt
service burdens on households, businesses, and
municipalities The improving domestic economy
helped to increase business profitability, and heavy
equity 1ssuance also strengthened the balance sheets
of banks and nonfinancial businesses. Financial strains
in Japan and Europe at times raised concerns but
generally had only a marginal impact on U.S. financial
markets

In implementing the monetary policy directives of the
Federal Open Market Committee (FOMC), the Open
Market Trading Desk continued to formulate its objec-
tives for reserves by specifying an allowance for adjust-
ment and seasonal borrowing from the discount window
that was believed to be consistent with an expected
range of federal funds trading The volume of adjust-
ment credit continued to be restrained by the ongoing
reluctance of many depository institutions to tap the
discount facihty and by generally narrow spreads
between the federal funds rate and the discount rate
As a result, adjustment borrowing typically hovered
around exceptionally low levels, although 1t occasionally
jumped when shortages of reserves in the market or
temporary disruptions to normal payment flows forced
depositories to turn to the window to meet reserve
requirements or avoid overdrafts in their accounts with
the Federal Reserve In addition, a shift in seasonal
credit pricing procedures from the basic discount rate to
a market-related rate, effective in early January, con-
tributed to a low level ¢f seasonal borrowing in 1992
Against this background, the Desk continued to view its
allowance for borrowing very flexibly.

In April, the Federal Reserve implemented a cut In
reserve requirement ratios on transactions deposits to
10 percent from 12 percent. In planning for the change,
efforts were made to ensure that reserve management
would proceed smoothly The change was announced In
February, well before 1t took effect, giving depository
institutions time to prepare for it In addition, the imple-
mentation was timed to coincide with a seasonal peak
in the level of required reserves Other developments in
1991 and 1992 raised reserve balances and offset some
of the reduction from cuts in reserve requirements
Banks substantially increased their required clearing
balances (described in the final section), and rapid
growth In the components of the money supply subject
to reserve requirements significantly lifted the level of
required reserves.

Nonetheless, the reserve requirement cuts of the past
two years left reserve levels at the Fed in 1992 consid-
erably below their 1990 levels Many depositories
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responded to this environment of lower reserve bal-
ances by holding fewer reserves early in a maintenance
period to avoid accumulating an excess position that
could be difficult to work off later without nisking end-of-
day overdrafts. This behavior contributed to a tendency
towards softness in the funds rate early in a mainte-
nance period, even when large reserve deficiencies
existed Even now, the smooth functioning of banks’
payment operations remains susceptible to develop-
ments that would further reduce the level of reserve
balances held at the Fed

As in the preceding year, the federal funds rate and
reserve estimates frequently gave conflicting signals
about reserve availability. Some of these discrepancies
resulted from market expectations of possible easings
in monetary policy. Other conflicts arose from substan-
tial misses In reserve projections (either by the Desk or
by banks), or from some banks' efforts to concentrate
their reserve holdings late in a period to avoid fimishing
with unusable excess reserves. With the funds rate
widely viewed as a key monetary policy indicator and
expectations of a possible easing in policy often running
high, the Desk took account of these discrepancies in
formulating its reserve operations To minimize the pos-
sibility that the Fed’s current policy stance would be
misconstrued, the Desk sometimes waited until late in a
penod to address sizable reserve deficiencies, It even
absorbed reserves in a few instances despite estimates
showing a shortage As a result, the Desk occasionally
had to arrange very large repurchase agreement (RP)
operations late in a period when demands for reserves
eventually showed through Toward the end of the year,
expectations of further policy easings faded, and the
Desk, in formulating operations, was able to take some-
what greater account of its reserve estimates when
discrepancies arose between these estimates and the
funds rate It used these opportunities to reestablish a
degree of tolerance, eroded in preceding years, for
deviations in the funds rate from the expected level.

The setting for policy

The economy

The economic recovery that had begun in the spring of
1991 continued through 1992, aithough growth was
uneven over the year. The pace of the expansion picked
up somewhat in the early months of the year following
very low growth in the fourth quarter of 1991 (Chart 1)
The economy grew at a 2.9 percent annual rate during
the first quarter, the highest rate in more than three
years, encouraging expectations that the expansion was
gaining momentum. Most of the strength came from an
acceleration in consumer expenditures, with lower mort-
gage rates also leading to faster growth of residential
construction activity. inventories fell during the quarter



as the increase In spending was accompanied by a
dechne In industrial production (Table 1).

The expansion faltered during the second quarter,
with GDP increasing at only a 1.5 percent annual rate
Consumer spending was about flat for the quarter, with
expenditures on durable goods declining after their
double-digit increase in the first quarter. Net exports
also fell as imports grew strongly and as continued weak
demand from abroad constrained exports. Although
industrial production rebounded during the quarter, the
labor market softened. The June employment report
was particularly weak, and it was accompanied by a
large jump in the unemployment rate (Chart 2).

The economy grew more rapidly in the third quarter,
with real GDP nsing at a 3.4 percent annual rate,
although much of the economic data reported during
the quarter had suggested a more sluggish perfor-
mance. The strength came from all major categories of
consumer spending, particularly the volatile durable
expenditures component. The evident areas of lingering
weakness included industrial production, which
advanced rather slowly, and the labor market. Although
the unemployment rate declined somewhat over the
quarter, labor market conditions continued to fook
rather soft when assessed in terms of the proportion of

Chart 1
Real Gross Domestic Product
Annualizec Rates of Change
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Note GDP is measured tn 1987 dollars

the working age population with jobs (Chart 2). And
despite the strong spending numbers, consumer confi-
dence measures also fell during the quarter (Chart 3),
again calling into question the sustainability of the
expansion

In the fourth quarter, the economy grew rapidly, with
real GDP increasing at a 4.7 percent annual rate. Con-
sumer confidence measures advanced strongly as the
resolution of the uncertainty surrounding the presiden-
tial election contributed to an improving national mood.
Retail sales expanded briskly in October, and the holi-
day shopping season was stronger than it had been In
several years. The employment numbers also showed
some strength during the last two months of the year.

Inflation

Progress In reducing inflation continued in 1992, in part
reflecting the benefits of past monetary policy efforts.
Persistent softness in the labor market and the uneven
pace of recovery contributed to restrained wage and
price pressures. While large swings in energy prices,
related to the Iraqi invasion of Kuwait, had a big influ-
ence on price indexes In 1990 and 1991, this factor was
less important during 1992. The core components of
both the consumer price index (CPl) and the producer
price index (PPl), which exclude food and energy
prices, suggested a drop in underlying inflation; the
annual rates of increase in the core CPI and PPI fell to
3 4 and 1 8 percent in 1992, from 4.5 and 3.1 percent,
respectively, in 1991 (Table 2). Progress was especially
visible in the second haif of the year when the PPI rose
at an annual rate of less than 1 percent.

Monetary aggregates

The broader monetary aggregates crept upward during
1992 After advancing at close to expected rates In the
first quarter, both M2 and M3 grew considerably more
slowly over the rest of the year, even dechning at times,
and finished the year below their respective annual
growth ranges (Chart 4)' In contrast, M1 grew very
rapidly over the year. From the fourth quarter of 1991 to
the fourth quarter of 1992, M1 grew 14.2 percent, M2
advanced 2.1 percent, and M3 increased 0 5 percent.?

The FOMC also establishes a monitoring range for the growth of
domestic nonfinancial debt From the fourth quarter of 1991 to the
fourth quarter of 1992, this aggregate grew 4 6 percent (as of
February 11, 1993) It was revised subsequently to 4 9 percent (as
of Apnl 8, 1993)

2Data on the monetary aggregates are as of January 28, 1993
These data do not incorporate the annual benchmark and seasonal
factor revisions of February 4, 1993, or subsequent revisions
because the earlier data more closely approximate the information
that the Committee had available when it was making its decisions
Net revisions through Apnl 8, 1993, Iifted M1 growth by 01
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The opportunity cost of holding M1 deposits
decreased substantially over the middle part of the year
because rates on checkable deposits fell to a lesser
degree than yields on short-term market instruments A
lower opportunity cost explains some of the strong
growth recorded for the narrow aggregate Lower mort-
gage rates In late 1991 and again during the spring and
summer of 1992 spurred a high volume of mortgage
refinancing during the subsequent quarters There I1s a

Footnote 2 continued

percentage point and depressed M2 and M3 growth by 0 3 per-
centage point and 0 2 percentage point, respectively The revisions
also redistributed some of the growth in all of the aggregates from
the first and fourth quarters to the second and third quarters

strong link between the volume of mortgage refinancing
and demand deposit growth because the servicers of
refinanced mortgages typically hold the prepayments in
demand deposits before disbursing the funds to the-
owners of mortgage-backed secunities. Currency grew
moderately over most of 1992, with more rapid growth in
the third quarter as demand from abroad picked up
temporarily

Growth in the broader aggregates was restrained in
1992, as it had been In the previous year® Both the

3Much of the discussion of the weakness of the broader aggregates
1s drawn from Joshua N Feinman and Richard D Porter, “"The

Table 1

Real Gross Domestic Product and Its Components
Seasonally Adjusted Annual Rates of Change, Except as Noted

1991-1v

! ©. 1990
| 1992 D to to
; ) 1991-1v | 11 1 V- 19911V 1992-1v
| Real GDP ’ 06 29 15 34 47 01 31
Consumption o : 03" 51 -01 37 - 's1’ © 00 34 |
Durables -31 165 -21 94 140 -25 - 92
Nondurables .0 -85 55 =15 - 25 68 =15 . 33
Services 23 22 12 31 21 16 22
Fixed investment . -12 - 74 S152 23 ©  138:.. . =53 , 96
Producer durables. “ 24 32 241 95 145 - -35 126
Nonresidential construction -1156 27 -08 -11.3 -109. =143 -30
Residential construction : 113 20.1 126 02 25 1 -0t 141
Change In inventories . ) . :
- (billions of 1987 dollars} - 7.5 -126 78 . - 150 ‘98 .- ~374 ) 200
Change in net exports -
(bilions of 1987 dollars) 111 -10 —224 -88 37 122 -285
Exports - C 172 40 -20 125 . 124 ' 388 269
Imports : 60 50 205 213 87 265 555
Government purchases -30 17 -12 - 38 —_2’8 . -06 0.4
Real GNP ' 04 36 07 39 a1 -03 30
Addenda _ o
Index of industnal production -07 -31 52 23 43 - -05 22
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Note Data are as of April 12, 1983
tChange In rate
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nontransaction component of M2 and the non-M2 por-
tion of M3 fell quite steadily throughout the year, declin-
ing in all months but one Several influences combined
to reduce the growth rate of the depository sector and
hence the broader aggregates One important contrib-
uting factor was the increased public awareness of bond
and equity funds and other alternatives to bank and
thnft deposits. Because Interest rates on longer matu-
nty assets remained high relative to returns on bank
deposits, these alternatives became increasingly
attractive.

in addition, the continuing reductions in indebtedness
by both households and nonfinancial corporations dis-
couraged growth in the broader aggregates. Some firms
raised funds directly in the capital market instead of
depending on bank credit. Households also lowered
theirr demand for new credit and refinanced existing
debt, which banks and other intermediaries increasingly
securitized. Furthermore, depository institutions
increased the spreads between consumer loan rates
and time deposit rates In recent years. After-tax
spreads rose further as a result of the phaseout of the
interest deductibility of consumer borrowing between
1986 and 1991 The wider spreads encouraged house-
holds to reduce their levels of bank loans and dis-

Footnote 3 continued

Continuing Weakness in M2,” Board of Governors of the Federal
Reserve System, Division of Monetary Affairs, Finance and
Economic Discussion Series, no 209, September 1992 The paper
develops a new money demand model with an alternative
opportunity cost measure to help explain the recent behavior of M2
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couraged the accumulation of deposits. These balance
sheet developments contributed to the downsizing of
the depository sector.

Another factor may have been a declining willingness
to lend on the part of the financial institutions, resulting
from legisiation passed both to deal with the troubles of
the thnift industry and to strengthen the banking indus-
try Financial institutions now face stiffer capital require-
ments, higher deposit insurance premiums, and more
stringent lending standards, all of which drive up the
cost of depository intermediation and lead to reduced
growth In the depository sector.

Financial and business developments

Yield movements Short-term interest rates fell during
1992, while for the most part, yields on securities matur-
ing In three or more years ended the year about where
they had started (Chart 5). Early in the year, short-term
rates were steady, while longer term yields moved
higher amid signs of a pickup Iin economic growth
Longer term yields were also influenced durnng the first

Chart 3
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quarter by talk of a fiscal stimulus package, which
raised concerns about further expansion of the budget
deficit and contributed to renewed inflation worries As
the quarter progressed, increases in yields were tem-
pered because It appeared Increasingly unlikely that a
fiscal stimulus package would be adopted

Over the second and third quarters, short-term rates
fell in concert with the three easing moves by the
Federal Reserve Treasury bill rates were generally
farrly steady between the monetary policy changes,
although additional rate declines followed the third
easing move on September 4 when signs of economic
weakness Increased and further easing seemed likely.
Meanwhile, coupon yields moved gradually lower over
this period amid continued good news on inflation and
indications that the economic recovery was sluggish
The Treasury yield curve steepened somewhat as
investors began to focus on the political and economic
uncertainty associated with the presidential election
and worried once more about the potential for a costly
fiscal stimulus package (Chart 6)

In the fourth quarter, short-term rates rose as the
economy showed signs of strengthening, gradually
leading the market to expect no further monetary policy
easing. Long-term rates also rose in advance of the
election as the likelihood of a Clinton victory grew along
with concerns about the impact of his presidency on the
budget deficit and inflation After the election, coupon
yields fell back somewhat when inflation remained sub-
dued and stronger economic data appeared to reduce

Table 2

Price Information
Seasonally Adjusted Annual Rates of Change

the hkellhood of a large fiscal sttmulus package from
the new administration

Treasury finance During the year, the topic of the
appropriate maturity mix of Treasury debt issuance
received considerable attention Discussion of possible
changes in the mix influenced yields and revived old
debates about debt management strategies and the
term structure of interest rates. Suggestions were made
early in the year that the Treasury might reduce the
volume of long-term bonds and redirect more of its
issuance to shorter term 1ssues Those supporting the
shift argued that by taking advantage of the steep yield
curve, the Treasury could reduce its borrowing costs
Others suggested that any imtial savings could be
wiped out by higher costs incurred when the debt was
rolled over

Analysts also debated whether a shift toward shorter
maturity funding of the public debt would significantly
flatten the yield curve and perhaps, by lowering long-
term interest rates, also stimulate the economy Propo-
nents argued that lower long-term rates would induce
private firms to tssue more long-term debt and increase
investment ¢

aThe effect of the issuance patterns on the yield curve depends
critically on the degree of substitutability among Treasury securnities
of different maturities High substitutability would make 1t difficult to
influence the yield curve over any meaningful time honzon But if
substitutability 1s more hmited, then Treasury issuance patterns
could play a more important role

1990-1IvV

1991-1IV

1992 to )
1991-1V | Il Hi v 1991-1v 1992-1V
Consumer price index

Total 33 33 31 27 32 30 31
. Excluding food and energy 37 42 34 27 34 45 34
Energy 28 -25 45 59 17 -81 24

' Producer price index
Total 18 06 32 16 05 -01 15
Excluding food and energy 25 34 28 07 08 31 18
! Energy 30 -80 113 45 -29 -102 10
. Implicit GDP detlator 24 31 27 20 23 34 25
! Fixed-wetght GDP index 24 37 30 20 33 35 30

Employment cost index? 36 40

Note GDP series are as of April 12, 1993

29 36 35 42 35

TThis index, which covers civihan workers, 1s computed for the final month of each quarter The growth rates therefore represent growth from

the final month of the previous quarter, rather than quarterly average rates
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At the February midquarter refunding, the Treasury
cut the sizes of the thirty- and ten-year i1ssues by $2
billon and $1 bilion, respectively It also announced
that 1t planned to maintain the revised proportions
among the three-, ten-, and thirty-year issues at
upcoming refundings

The topic of debt management was revived during the
presidential election campaign when the candidates
discussed the merits of selling less long-term debt.
Expectations of smaller thirty-year bond issues may
have shghtly lowered yields on outstanding long-term

bonds at times and also may have pushed up shorter
term yields, although 1t was difficult to distinguish these
effects from the consequences of changing economic
and inflation prospects

The Treasury began a year-long expenment with sin-
gle-price auctions In the third quarter, using the new
technique in monthly auctions of its two- and five-year
notes By applying the same price to all successful
bids, the technique eliminates the so-called winner’s
curse, in which some of those with winning bids find
that they have paid more than necessary. Proponents
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argue that the change has the potential to encourage a
broader base of bidders at auctions, an outcome that
could lower average yields and save money for the
Treasury. As of the end of 1992, 1t was too early to judge
the experiment either a success or a failure.

The Joint Report on the Government Securities Mar-
ket,® published in January, had recommended occa-
sional reopenings of Treasury debt issues in the event
of shortages that could be disruptive to the smooth
functioning of the secondary markets. The heavy
financing activity of corporations, municipalities, and
foreign governments in 1992 frequently caused tempo-
rary Treasury price movements as underwriters hedged
their positions. Hedgers sold Treasury securities short
and then borrowed the securities to meet delivery obli-
gations The impact was felt to a limited extent in the
“cash” market, where secunities are traded outnght. It
was more conspicuous In the repurchase markets,
where dealers borrowed the securities they had sold
short. In October, the hedging of corporate debt contrib-
uted to what was deemed an acute, protracted shortage
of ten-year Treasury notes The Treasury responded by
reopening the latest ten-year note at the November

SPrepared by the Department of the Treasury, the Securities and
Exchange Commission, and the Board of Governors of the Federal
Reserve System

Chart 6
Yield Curves for Selected U.S. Treasury Securities
Percent
9
8 June 30, 1952 _Mf“';h 31,1992 1 o e ot M
______ SUTIYY TICEL S " -
——___ ,--l"- =F
F*~]'September 30, 1992
991
ot Ly L Lyl fp ol lialy
1 5 10 15 20 25 30

Years to maturity

Notes. Treasury bill yields are on a bond-equivalent basts.
Coupon yields are constant matunty values.

refunding

Financial strains The financial stress that had
restrained economic activity since 1990 abated during
1992 1n major sectors of the economy, although vul-
nerabilities remained. Bank balance sheets, helped by
increased profitability and new equity issuance,
improved substantially. Falling interest rates enabled
banks to profit from widening interest rate margins and
rnsing security values. Delinquency rates declined
because of the improving economic conditions and
more conservative lending practices. Better loan quality
also contributed to higher profits. In addition, banks
actively raised new equity, reflecting the increasing
importance attached to capital in the new regulatory
environment of stiffer capital requirements.” All of these
developments sharply increased the average ratio of
equity to assets and improved the asset qualty of
banks during 1992

The debt burden of households decreased during the
year as many households refinanced existing debt at
lower Interest rates and reduced their use of credit
Lower Interest rates spurred large-scale mortgage refi-
nancing during 1992 (Chart 7). Consumer instalment
credit, excluding mortgages, decreased sharply as a
share of personal disposable income (Chart 8). None-
theless, total household habilittes, a measure that
includes mortgage debt, decreased only modestly as a
fraction of personal disposable income and remained
high by historical standards

Some positive developments also were noted in the
corporate sector, but the evidence was uneven. Profits
increased as the restructuring moves of previous years
began to be reflected in productivity gains, and eco-
nomic activity picked up (Chart 9). Cash flow improved
as a result of the higher profits and the lower interest
payments associated with refinancing. Accordingly, the
average ratio of net interest payments to cash flow for
nonfinancial corporations, a measure of financial strain,
decreased markedly. By contrast, the average ratio of

¢The reopening was made possible by a recent Internal Revenue
Service ruling exempting the Treasury from the usual restrictions on
onginal tssue discounts when It reopens an issue In order to
eliminate an “acute, protracted” shortage Normally, an issue sold
with a discount greater than ¥a point for each full year remaining to
maturity—the situation for the note in question—would be subject
to different tax treatment than an 1ssue that was sold closer to par
Without the tax ruling, 1t would have been necessary to treat the
newly issued notes and the outstanding notes as separate issues

7Banks were required to achieve capital ratios for risk-weighted
assets of 4 percent for tier 1 capital and 8 percent for tier 1 plus
tier 2 capital by the end of 1992 In addition, the Federal Deposit
Insurance Corporation announced a new pricing scheme charging
a lower deposit insurance premium to well-capitalized banks
starting January 1993
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total assets to net worth, a measure of leverage,
showed little sign of decline. Furthermore, prolonged
financial strains forced some major corporations such
as General Motors, Westinghouse, Sears, and IBM to
announce restructuring moves that involved downsizing.
The airline industry also continued to experience finan-
cial difficulties. Overall, financial conditions improved
somewhat, and yields on corporate debt relative to
those on Treasury issues declined modestly, reflecting
increased investor confidence in the corporate sector.

Municipalities also took advantage of low interest
rates to refinance their debt. Municipal debt issuance
was particularly strong toward the end of the year as
market participants perceived that the economy was
improving and concluded that interest rates might be
bottoming out.

Special factors also affected the municipal market
over the course of the year. One influence was the
expectation that property and casualty insurance com-
panies would sell a portion of their inventory of munici-
pal securities in absorbing the heavy level of claims
associated with Hurricane Andrew’s devastation of
south Florida. Spreads of yields on municipal securities
below comparable taxable yields narrowed consider-
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ably in mid- and late August because of this expectation
and the influence of heavy municipal issuance. Late in
the year, some of the expected hurricane-related sales
by insurance companies reportedly did take place,
again putting upward pressure on municipal yields.

A factor working in the other direction, especially after
the presidential election, was the expectation of an
increase in marginal tax rates on high-income taxpayers
sometime during 1993. This expected policy change
increased the demand for municipal securities, pushing
their yields downward relative to yields on taxable secu-
rities and more than offsetting the upward pressure from
the sales by insurance companies.

International developments. Europe and Japan both
experienced considerable financial stress during 1992,
but this development had only limited impact on the
demand for dollar-denominated debt. In June, Danish
voters rejected the Maastricht treaty on European eco-
nomic and monetary union. The referendum result,
which dimmed the prospect of European financial inte-
gration, led to a decline in European stock market
prices and an appreciation of the German mark, the
strongest European Community currency, against other
European currencies.

In July, domestic inflationary pressures induced the -

German central bank to raise its discount rate sharply.
A large gap between U.S. and German short-term inter-
est rates put upward pressure on U.S. interest rates and
sent the dollar lower against the mark. Other European
currencies then lost value against the mark as investors
doubted the commitment and ability of the governments
to maintain the value of their currencies against the
mark. Subsequent devaluations of some European cur-
rencies led to heightened variability in exchange rates,
but otherwise had little direct effect on U.S. financial
markets.

In Japan, stock prices were often under downward
pressure and were volatile at times. In August, the
Nikkei average temporarily slipped below 15,000 for the
first time in six years. Large capital losses in the Jap-
anese stock market further curtailed the ability of some
Japanese investors to invest abroad and hence limited
their participation in U.S. financial markets. However,
large and growing Japanese current account surpluses
required offsetting capital outflows, which came mainly
in the form of repayment of foreign currency deposits by
Japanese banks. '

Course of policy
Monetary policy in 1992 was conducted in an environ-
ment of uneven economic growth and continued

moderation of inflationary pressures. The FOMC _

responded to indications of fragility in the economic
expansion by easing reserve pressures on three occa-

sions, leading to a cumulative reduction of 1 percentage
point in the federal funds rate (Table 3). Meanwhile, the
Board of Governors approved a 'z percentage point cut
in the discount rate, bringing that rate to 3 percent. The
policy moves in 1992 extended the string of easing
steps begun in mid-1989. Since that time, the federal
funds rate has fallen by nearly 7 percentage points
while the discount rate has declined by 4 percentage
points.

During the winter and early spring, most economic
indicators suggested that an economic expansion of
modest dimensions was under way. A pickup in retail
spending and consumer sentiment and faster growth in
the broader monetary aggregates early in the year were
encouraging. Moreover, the FOMC during this time felt
that enough stimulus probably had been provided
through the series of easing steps implemented in the
second half of 1991 to foster an upturn in economic
activity consistent with a continued moderation of infla-
tion pressures. Nonetheless, with the outlook still so
uncertain, the Committee remained alert to signs that
the economic expansion might falter. In mid-April, as
the economy showed some signs of softening and after
the broader monetary aggregates had contracted in
March, the FOMC implemented a slight easing in
reserve pressures that lowered the federal funds rate by
s percentage point. In addition, the Board of Governors
announced early in the year that it would reduce the
reserve ratio on net transaction accounts to strengthen
the financial condition of depositories and to put them in
a better position to extend credit.®

During the late spring and over the summer, evidence
accumulated that the expansion might be losing
momentum, and the FOMC eased reserve pressures
further. By early summer it was becoming apparent that
the strength in final demand seen earlier in the year
would not be sustained. The unemployment rate rose,
and consumer demand appeared to be restrained by
continued weakness in the labor market. At the same
time, the broader aggregates were about flat in May and
June, and incoming data suggested that inflation was
slowing further. Against this background, the Board of
Governors approved a 2 percentage point cut in the
discount rate in early July, and the FOMC allowed the
full amount of this cut to show through to the funds rate.
Economic data over the summer suggested that the
expansion was continuing, but at a subdued rate. In
early September, the FOMC implemented another slight
easing of reserve pressures following a smaller than
anticipated pickup in growth of the broader monetary
aggregates, another reported decline in nonfarm

8The cut was announced in February and became effective in April.
Details of the cut in reserve requirements appear in the following
section.

FRBNY Quarterly Review/Spring 1992-93 99



payrolls, and the release of other data showing unex-
pected sluggishness in economic activity.

by the gradually improving tone of economic reports.
Private payroll employment posted faster growth, and

As autumn unfolded, the Committee was encouraged’ aggregate hours rose A wide variety of indicators

Table 3
Speclflcatlons from Directives of the Federal Open Market Commlttee and Related lnformatnon -

e i e D S ST

Borrowing
. . Assumption . .
Specified for Deriving p Effect :
Short-Term Nonborrowed Assoclated on ’ - .
Growth Rales Reserve Path Federal ~ Degree of - ' Guidelines. for Modifying
Date of (Percent) Discount’ Rate {Millons of  Funds Ratet - Reserve: . Reserve Pressure
Meeting | M2 M3 (Percent) Dollars) (Percent) Pressure . . ‘ between Meetings* .
12/17/91  November to March 42 . 75 o 4 : Ma:r}t‘_amf - ‘Slightly greater réserveé restraint
. 3 112 3% on 12/20 100 on 12/205 4 . ~ ‘might be acceptable - Somewhat
’ . . 75 on 1/16¢ o, oclesser reserve restraimt, would be
’ ) ' .acceplable..- :
2/4 to December to March . 3% 75 4 - Maintain' © ‘Shghtly g'reat'er reserve restraint
2/5/92 3 14 100 on 2/6! S . . .might be acceptable Shghtly
lesser reservé restraint would be
acceplable Lo ‘
3/31/92 March to June 31z 100 4 - " Maintain " 'Shightly gréater reserve restraint
* 32 112 . 75 on 4/9tt 3% : might be ‘acceptable’ Slightly
: 100 on 4/30 ) lesser reserve restralnt would be
. : acceptable
5/19/92 April to June 3% 100 3% Maintain Shgmly greater or sllghtly lesser
2142 1% 125 on 5/211 reserve restraint might be
. 150 on 5/28! _ S © . acceptable . .- ;.
225 on 6/251 - IE T
6/30 to June to September 3% 225 3% Maintain Shightly greater reserve restraint
7/1/92 2 Va 3 on 7/2 225 on 7/2%% 3Vs ~ might be acceptable Shghtly
250 on 7/300 ) - - .. lesser reserve:restraint would be
‘ : : - “acceptable R
8/18/92 June to December 3 250 < Maintain Shghtly greater reserve restraint
2 ; Y2 225 on 9/3! : _.might be acceptable - Shightly
‘ 200 .on 9/41t 3 - -, ‘lesser reserve restraint would be
-~ acceptable )
10/6/92 September to December 3 200 3 Maintain . Shghtly greater reserve restrant
2 o 1 175 on 10/8% i " 1. ‘might be acceptable; Shightly
‘ 150 on 10/150 I 7+ lesser reserve restraint would be
125 on 10/221 ' acceplable
100 on 10/291
75 on 11/5!
11/17/92  September to December 3 75 3 Maintain Shghtly greater reserve restraint
312 1 50 on 12/10! rmight be acceptable -Shghtly
lesser reserve restraint would be
acceptable -
12/22/92  November to March 3 50 3 Maintain . Shightly greater reserve restraint or
14 0 . < -+ U shghtly lesser reserve restraint

~would be acceptable

1The federal funds rate trading area thal 1s expected to be conmstent with the borrowmg assumphon

e ey

*Modifications ta reserve pressures are evaluated “in‘the context of the Committee's long-run objectives for price stablllty and sustamable '

economic growth” and “giving careful consideration to economic, financial, and monetary developments
§This Increase was made so that only part of the accommodation from the cut tn the discount rate showed lhrough to. the market
IChange 1n borrowing assumption reflects technical adjustment to account for actual or prospechve behavnor of seasonal borrowmg
ttChange in borrowing assumption reflects adjustment to reserve pressures
**The assumption was unchanged because the full eftect of the discount rate cut was allowed to show through to the markel
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pointed to improvements in retail sales, accompanied
by a rebound in consumer confidence. Meanwhile, data
suggested a continuing trend to lower inflation and
some pickup in the growth of the monetary aggregates
(although the broader aggregates weakened again in
December). On balance, available evidence suggested
that a moderate but sustainable expansion was under
way. In this environment, the FOMC adopted a posture
of watchful waiting and left monetary policy unchanged.

Policy implementation

Operating procedures

Borrowed reserves. In 1992, the FOMC continued to
formulate its policy objectives in terms of the “desired
degree of reserve pressure,” an approach it had first
adopted almost ten years earlier. Formally, the concept
of reserve pressure is specified in terms of an assumed
amount of adjustment plus seasonal borrowing from the
discount window. (These assumed levels of borrowing
and other reserve measures for 1992 are presented in
Table 4.) This borrowing allowance is associated with
federal funds trading within an acceptable band around
an expected level.® The Desk's reserve operations are
designed to provide a level of nonborrowed reserves
that just meets the estimated demand for total reserves
less the allowance for borrowing and that is expected to
be consistent with federal funds trading within the
desired range.

The effectiveness of this approach to reserve man-
agement requires a reasonably predictable link between
adjustment borrowing and the spread between the fed-
eral funds rate and the discount rate. This relation,
however, eroded in the 1980s. When faced with appar-
ent inconsistencies between the assumed behavior of
borrowing and the federal funds rate, the Desk has in
recent years generally modified its reserve objectives
for the two-week maintenance period in a way designed
to keep the funds rate within the desired range.

The decline in adjustment borrowing was encouraged
by several developments. Beginning in the 1980s, the
widespread publicity given to banks experiencing fund-
ing difficulties made many other banks reluctant to turn
to the discount window out of concern that any borrow-
ing could raise questions about their financial health.®
Some reluctance to tap the discount facility persisted in

SThe association between borrowing and the funds rate is based on
the historical relation between discount window borrowing—
particularly adjustment credit—and the spread between the federal
funds rate and the discount rate

19The reluctance to borrow was discussed in “Monetary Policy and
Open Market Operations during 1990.” Federal Reserve Bank of
New York Quarterly Review, Spring 1991, and “Monetary Policy and
Open Market Operations during 1991,” Federal Reserve Bank of
New York Quarterly Review, Spring 1992

1992, even though many banks were able to strengthen
their capital positions and improve their profitability.

A generally low level of adjustment borrowing was
also encouraged by continued narrow spreads between
the federal funds and discount rates. In 1992, the aver-
age effective federal funds rate exceeded the discount
rate by just 27 basis points, little changed from the
average spread of 24 basis points in 1991. In 1990 and
1989, this spread averaged 112 and 228 basis points,
respectively. In fact, the expected levels of the funds
rate and the discount rate were identical during the final
four months of 1992. When the funds rate was equal to
or below the discount rate in the past, borrowing was
generally near frictional levels and the predicted rela-
tionships did not hold well."" A narrow rate spread,
combined with the reluctance of many depositories to
borrow, contributed to a similar situation in 1992.
Adjustment borrowing was heavily concentrated on
days when reserves were particularly scarce (most
commonly on settlement days) or when unusual circum-
stances, such as interruptions to normal payments
flows, forced some banks to turn to the window.

Reflecting these developments, adjustment credit
averaged just $76 million a day in 1992, compared with
$140 million in 1991 and $234 million in the preceding
year.'? Adjustment borrowing dropped to $13 million in
the period ended November 11, when the average effec-
tive funds rate and the discount rate were virtually the
same.'® (Actual levels of borrowing and the effective
federal funds and discount rates are presented in Chart 10.)

In addition, seasonal borrowing activity in 1992 was
well below the levels of recent years. In part, seasonal
credit was held down by the introduction of a market-
related discount rate for this type of borrowing, effective
in the maintenance period ended January 22. The rate
charged on seasonal borrowing in a maintenance
period is now determined by the average of the effective
federal funds rate and the ninety-day composite certifi-
cate of deposit (CD) rate from the preceding period.
Previously, the basic discount rate had been charged on
seasonal credit. Moving to a market-based rate
removed much of the price incentive for using seasonal
credit that would otherwise have been present during
the part of the year when the federal funds rate

10n a number of occasions in the 1970s and for a few months in
1980, the funds rate was about the same as or below the discount rate

12Excluding special situation borrowing by banks with financial
difficulties, the averages for 1991 and 1990 were $123 million and
$164 million, respectively

3This was the lowest average level of borrowing for a maintenance
period since the July 9, 1980, week-long period. Adjustment bor-
rowing averaged $14 million in the period ended November 13, 1991
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exceeded the discount rate ¢

The average level of seasonal borrowing in every
maintenance period in 1992 was below the level in the
corresponding period in 1991 The impact of the new
pricing procedure on seasonal credit became increas-
ingly apparent in late spring, when the rise In seasonal
borrowing typical at that time of year was slower than in
previous years For the year as a whole, seasonal credit
averaged $97 million, compared with $155 million in
1991 and $223 million 1n 1990.'5
' Despite the lower average level of seasonal credt,
the general behavior of this borrowing conformed to its

1aDeclines 1n seasonal borrowing n other recent years resulted from
a narrowing spread between the federal funds and discount rates
and from reduced total credit needs

1sSeasonal borrowing peaked at $226 million in the period ended
September 2, its lowest average level was $12 million in the perod
ended January 22

usual pattern—rising through the summer and falling
thereafter. To keep pace with these movements in sea-
sonal borrowing, the Desk made six upward technical
adjustments to the borrowing allowance between Febru-
ary and July, and afterwards made seven technical
reductions to the allowance.'®

Adjustments to recent cuts in reserve requirements
On February 18, the Board of Governors announced
that 1t would reduce the reserve ratio on net transac-
tions accounts from 12 percent to 10 percent, effective
April 2 This reduction was the first major change in the
reserve ratio on transactions accounts since the Mone-
tary Control Act was adopted in 1980, and 1t followed
the ehmination of reserve requirements on nontransac-

16ln addition, one downward technical adjustment was made to the
allowance during the maintenance period in January when the
switch to the new pricing procedure took effect

Table 4 -
1992 Reserve Levels
Milions of Dollars i
T T T T T L T SR T T et Py pa TIILIIILE pr i p e prepaga]
Nonborrowed — ° |
Nonborrowed Reserves :
Reserves plus i
: plus Extended :
P _Adjustment Extended Credit - ;
- Required Excess and Credut Borrowed Nonboerrowed inival Final ;
) Reguired  Reserves  Excess  Reserves Seasonal Borrowed Reserves Reserves Assumed Assumed Extended
Period : Reserves . (First Reserves (First Total  Borrowed Reserves (Furst interm Excess Excess Credit
Ended {Current) Published) (Current) Published) Reserves Reserves (Current) Published) Objective Reserves Reserves Borrowing
1992 e : :
Jan 8 56,020 55,979 1,138 1,206 57,158 521 56,637 56,666 57,098 1,200 1.200 1
22 54,966 54,925 913 935. 55,879 136 55,743 55,725 55,850 1,000 1,000 0
Feb. 5 53,488 53,432 1,023 1,088 54,511 128 54,381 54,394 54,538 1,000 1,200 2
19 54,435 54,489 1,168 1,177 . 55,602 68 55,533 55,600 55,226 1,000 1.000 2
‘Mar 4 54,151 54,130 941 958" 55,091 61 55,028 55,028 55,030 1,000 1,000 3
18 56,001 56,148 508 395 56,509 74 56,434 56,470 57,002 1,000 1,000 2
Apr 1,564,788 54,872 1,616 1,586 56,403 17 56,286 56,342 55,772 1,000 1,000 1
15 49,174 49,247 1,065 1,085 50,238 55 50,183 50,277 50,140 1,400 1,000 1
28 49,150 49,283 1.212 1,123 50,362 115 50,244 50,292 50,160 1,000 1,000 4
May 13 48,209 48,247 628 541 48,836 153 48,683 48,636 49,147 1,000 1,000 0
© 27 47277 47,314 1,497 1,488 48,774 168 48,617 48,645 48,271 1,000 1,000 0
June 10 48,492 48,492 474 482 48,965 152 48,814 48,823 49,354 1,000 1,000 o
24 48,521 48,602 1,171 1,162 49,692 188 49,504 49,576 49,459 1,000 1,000 [¢]
July 8 48,884 48,832 1,041 1,158 49,924 455 49,469 49,536 49,600 1,000 1,000 1
22 49,106 49,041 950 1,061 50,056 215 49,841 49,887 49,816 1,000 1,000 0
Aug 5 .48.447 48,295 922 1,074 49,369 241 49,128 49,129 49,041 1,000 1,000 0
19 49,856 49,833 825 837" 50,681 249 50,432 50,421 50,585 1,000 1,000 0
Sept 2 48,820 48,721 1,067 1,172 49,887 258 49,629 49,635 49,426 1,000 1,000 0
16 51,081. 51,153 795 681 51,876 321 51,556 51,514 51,927 1,000 1,000 0
‘30 50,217 50,102 . 1,182 1,290 51,399 258 51,140 51,134 50,848 1,000 1,000 0
Oct 14 52,099 52,127 1,149 1,115° 53,248 185 53,064 53,057 52,781 1,000 1,000 0
28 51,750 51,792 1,071 891 52,821 118 52,704 52,566 52,675 1,000 1,000 0
Nov 11 53,346 53,365 728 754 54,074 66 54,008 54,052 54,204 1,000 1,000 0
25 53,485 ‘53,462 1,361 1,367 54,846 138 54,709 54,692 54,363 1,000 1,000 0
Dec 9 54,625 54,563 841 937 55,466 95 55,371 55,406 55,469 1,000 .1,000 0
23 55,357 55,545 1,225 1,217 56,582 58 56,522 66,704 56,526 1,000 1,000 2
1993 .
Jan 6 56,288 56,253 1,385 1,437 57,674 269 57,405 57,422 57,254 1,000 1,000 0
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tions deposits in December 1990 This latest cut their reserve requirements 7

lowered required reserves an estimated $8 billion,

almost all of which was met through a reduction in 7Required reserve balances are defined as required reserves less
. . applied vault cash A small portion of the Apnl cut in reserve

required reserve balances—the reserves that depos requirements was accomplished through reductions in applied vault

itory institutions hold at Federal Reserve Banks to meet cash

Chart 10
Borrowing and the Behavior of the Federal Funds Rate and the Discount Rate
Maintenance Period Averages
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Reserve balances at the Fed are used by depositories
not only to meet reserve requirements, but also to
process the heavy volume of daily transactions between
financial institutions and to guard against unexpected
late-day deposit withdrawals that could send a bank into
overdraft '® Because a steep penalty 1s imposed when-
ever a depository institution ends the day overdrawn,
considerable effort is made to avoid such overdrafts.'®
The demand for reserve balances for this purpose Is
especially high at the larger banks. Following the
December 1990 cut to reserve requirements, deposito-
ries had struggled to adapt their reserve management
practices to a sharply lower level of reserve balances,
thereby complicating the Desk’s efforts to formulate
open market operations early in 1991 2° Later in that
year, the Desk was confronted with occasional difficul-
ties as 1t sought to ensure that reserve supplies were
both sufficient to meet requirements on a period aver-
age basis and adequate to support banks’ daily clearing
operations

In April 1992, by contrast, serious difficulties in con-
ducting operations were avoided, in large measure
because the cut In requirements was implemented at a
time when seasonal factors were working to elevate the
level of required reserves The high seasonal level of
reserves helped to provide the hiquidity needed to sup-
port clearing operations, despite the substantial cut in
requirement ratios.?* The timing of the cut was chosen
because of the problems faced by the Desk the pre-
vious year when the reduction of reserve requirements
preceded a pronounced seasonal decline In required
reserve balances.?

18A discussion of the varied uses of reserve balances al the Fed
appears In Ann-Marie Meulendyke, “Monetary Policy Implementation
and Reserve Requirements,” 1n Reduced Reserve Requirements
Alternatives for the Conduct of Monetary Policy and Reserve
Management, Federal Reserve Bank of New York, Aprl 1993

19The charge for an overmght overdraft i1s the greater of 2 per-
centage points above that day's effective federal funds rate or
10 percent Currently, dayhght overdrafts that are covered before
the close of business are not subject to a monetary penalty,
although the Board announced that it plans to begin charging for
such overdrafts in Aprnil 1994

20During the imitial adjustment period, the federal funds rate was
unusually volatile, and excess reserve demand was highly
uncertain The adjustment to the December 1990 cut in requirement
ratios was described in last year's report

21The rapid bulldup n transaction deposits, which raises the level of
required reserves Just ahead of the major April tax date, accounts for
most of the seasonal increase In required reserve balances in April

2Required reserve balances in early February 1991 averaged $16
bithon 1n one marmntenance period They averaged about $22 billion
in Apnl 1992
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Several other factors also eased the Desk’s reserve
management problems immediately following the April
1992 cut In reserve requirements and mitigated reserve
management difficulties later in the year. Rapid growth
in M1 deposits In 1991 and 1992 lifted the underlying
level of required reserves. In the fourteen months
between the two rounds of reserve requirement cuts,
the reservable portion of M1 rose at an annualized rate
of 13 percent (calculated using seasonally adjusted
data), and it continued to expand at a similar pace over
the remainder of 1992 In addition, depositories signifi-
cantly increased their required clearing balances.?®
These balances stood at $1.8 billion just before the
December 1990 cut In reserve requirements, lttle
changed from their level one year earlier. By Apni 1992,
clearing balances had risen to $4.7 billion, and by the
end of 1992 these balances had reached $5 9 billion.
Most of this growth occurred at the larger institutions,
which faced the most severe difficulties operating with
low balances at the Fed.2* Growth in required clearing
balances has widened the gap between total reserves
at the Fed and required reserve balances over the past
two years (Chart 11).2%

These developments partly offset the impact of the
cuts in reserve requirements on the level of reserve
balances at the Fed. Nonetheless, throughout 1992,
reserve levels at the Fed remained below the levels
reached ahead of the December 1990 cut In require-
ments, while the need for bank hquidity to support
clearing operations remained high (Chart 12).2¢ To date,
reserve management difficulties of the magnitude wit-
nessed in early 1991 when reserve balances fell to
exceptionally low levels have been avoided; however,

23A deposttory can establish a clearing balance by specifying an
average level of reserves that it will hold at the Fed for clearnng
purposes In exchange, It receives credits that it can use to pay for
priced services provided by the Fed at a rate determined by the
effective funds rate A discussion of the required clearing balance
program appears in Spence Hilton, An Cohen, and Ellen Koonmen,
“Expanding Clearing Balances,” in Reduced Reserve Requirements
Alternatives for the Conduct of Monetary Policy and Reserve
Management, Federal Reserve Bank of New York, Apni 1993

2aFor many banks, an expansion In required clearing balances was
made economical by further declines in the federal funds rate that
raised the maximum useful clearning balance associated with a
given use of priced services

25The gap between total reserves at the Fed and required reserve
balances s also affected by excess reserves and various “as-of”
adjustments

26|n the two maintenance periods |ust before the December 1990
reserve requirement cut, reserves maintained at the Fed (including
required clearing balances) averaged a bit more than $35 billion in
the corresponding periods 1n 1992, reserves at the Fed averaged
just over $31 billion



Chart 11
Reserve Balances
Maintenance Period Averages, Not Seasonally Adjusted
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is equal to period 26 from the preceding year.

some of the ways in which depositories have adapted
their reserve management practices to cope with a
lower level of required reserve balances have had an
impact on the Desk's conduct of open market opera-
tions. In particular, since the December 1990 cut to
reserve requirements, depository institutions have often
deferred holding reserves to meet their requirements
until late in a maintenance period.?”

With a smaller available cushion of reserve balances,
many depositories in 1992 chose to concentrate their
reserve holdings toward the end of a maintenance
period in order to avoid accumulating an excess posi-
tion early on that could be difficult to run off later
without risking an overnight overdraft. This reserve
management approach was reflected in a dramatic shift
in the distribution of excess reserves within a mainte-
nance period. In the two years before the December
1990 cut in reserve requirements, the average levels of
excess reserves in the first and second weeks of a
maintenance period were similar in magnitude. In the

27Depositories as a group also slightly increased their average
holdings of excess reserves, perhaps to heip meet their hquidity
needs The implicit interest cost of holding reserve excesses,
however, has discouraged depositories from significantly enlarging
these balances
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following year or so, average holdings of excess
reserves became skewed toward the second week of a
period, and this imbalance became even more pro-
nounced after the April 1992 cut in reserve require-
ments.?® In many maintenance periods, a reduced
demand for reserves early in the period contributed to a
tendency for the federal funds rate to be on the low side
of its expected trading range until late in the period,
often despite a large need to add reserves during the
period. In periods when the need to add was great, this
intraperiod pattern of reserve demand interfered with
the Desk’s ability to provide reserves smoothly.2®

The Board undertook some measures during 1992 to
limit the difficulties faced by depository institutions and
the Desk when working with low reserve balances at the
Fed. Effective September 3, the limit on reserve exces-
ses or deficiencies that could be carried forward for one
maintenance period was doubled to the larger of 4
percent of a depository's required reserve level or
$50,000. The enlarged carryover allowance would pro-
vide depositories with more flexibility to manage their
reserve positions so as to meet reserve requirements
and hold adequate balances for clearing purposes.
Beginning with the period ended November 25, vault
cash holdings were applied toward meeting reserve
requirements with a one-period lag, a reduction from
two periods. This shift was intended to raise the level of
the seasonal trough that required reserve balances
reach early each year3®° Nonetheless, despite these
measures and the other factors that have lifted reserve

28From January 1989 to December 1990, excess reserves In the first
and second weeks of all maintenance periods averaged $950
million and $910 million, respectively (The averages exclude the
period covering the 1990 year-end, when excess reserves (n the
first week exceeded $10 builion.) From January 1991 through March
1992, the average levels in the first and second weeks of pertods
were $500 million and $1,790 million, respectively From Apnl
through December 1992, the corresponding averages were $280
million and $1,740 million. Several factors could contribute to the
depositories’ tendency to hold more excess reserves In the second
week of a penod, including the expectation that interest rates might
decline Such an expectation would make depositories postpone
holding reserves In the hope of acquirning them more cheaply later
However, the size of the imbalances and the fact that the
expectations effect was also present in 1989 and 1990 strongly
suggest that the effort to work with lower reserve balances played
an important role

280f course, In the absence of sizable discount window borrowing,
the Desk's operations will largely determine the level of excess
reserves In a period ex post; however, In structuring its actions, the
Desk often responds to indications of the immediate demand for
reserves as reflected in current trading conditions 1in the money
market The following section addresses the discrepancies between
the federal funds rate and reserve estimates in 1992 and the Desk’s
responses to these discrepancies

30Both measures described Iin this paragraph were first proposed for
public comment when the April 1992 cut in reserve requirements
was announced
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balances over the past two years, the level of balances
maintained at the Fed remains low. Any developments
that might further reduce reserve levels could weaken
the Desk's ability to meet reserve needs smoothly.

Discrepancies between the federal funds rate and
the reserve estimates. The Desk’s temporary open mar-
ket operations each period are designed to close the
gap between the objective for nonborrowed reserves
and the available estimates of nonborrowed reserve
supplies.® Trading conditions in the money market typ-
ically reflect the general reserve picture, with reserve
shortages (surpluses) associated with a tendency
towards firmness (softness) in the funds rate. In 1992,
conflicts between the federal funds rate in the morning
and the reserve estimates for the period continued to
arise frequently. The conflicts usually resulted from
widespread market expectations of a possible change in
Federal Reserve policy, incorrect estimates (available
either to the Desk or to bank reserve managers) of the
reserve need, or the reserve management strategy of
depositories that wished to avoid accumulating excess
reserves early in a period.3?

The federal funds rate has taken on a high degree of
visibility in recent years. Significant moves of the rate
away from the level perceived to be the focus of policy
can be misinterpreted as signaling a change in policy
stance. In 1992, the close focus of market participants
on the funds rate meant that the Desk often felt the
need to take account of trading conditions in the money
market in formulating its actions, even when doing so
was likely to cause sharp movements in the funds rate
later in the day or period. During much of the year,
market participants believed that the FOMC was likely
to adopt a more accommodative policy. Against this
background, on a number of days when the funds rate
was to the low side of its expected trading level despite
a period need to add reserves, the Desk planned its
course of action in a way that would clarify the stance of
policy, or at least avoid sending misleading signals.
Indeed, softness in the funds rate on many of these
occasions resulted from widespread speculation about
a near-term easing move. The Desk sometimes
deferred meeting an add need, or substituted a smaller,
less aggressive, customer-related operation in place of
the System operation that the reserve profile suggested
would be more appropriate. As a result, the funds rate
sometimes firmed substantially in later trading, and on

31The nonborrowed reserve objective or “path” i1s derived by
subtracting the borrowing allowance from estimates of the total
demand for reserves (required plus excess)

32“Monetary Policy and Open Market Operations during 1991" exam-
ined 1n more detail why conflicts arise between the funds rate and
the reserve estimates and how the Desk responds to these conflicts



some settlement days borrowing was elevated 3 On
several occasions when an add need was seen, the
Desk even drained a small amount of reserves to make
clear the current stance of policy.?*

Ideally, temporary conflicts between the funds rate
and the reserve profile shouid not unduly complicate the
Desk’s approach to addressing reserve needs. Greater
flexibility in formulating operations would allow the Desk
to meet reserve needs in a period more gradually
instead of having to address most of a need late in a
period when arranging large-scale reserve operations
can be difficult. Over time, greater tolerance for move-
ments of the funds rate around an expected trading
level might also decrease some of the attention market
participants give to the rate as they try to interpret
whether a movement signals a change in policy stance

Over the final few months of 1992, market anticipation
of an easing In policy diminished; however, incongru-
ties between a soft funds rate and an estimated reserve
shortage still occasionally arose. The Desk sought to
use these opportunities to reestablish a degree of toler-
ance, eroded In the preceding few years, for discrepan-
cies between estimates of the reserve need and trading
conditions in the money market The Desk took some-
what greater heed of the estimated reserve profile In
formulating its operations, although 1t was careful to
consider the possible information about the true reserve
picture contained in market trading conditions. On sev-
eral occasions, the Desk added reserves as called for
by the reserve estimates even when the funds rate was
a bit on the low side of the expected trading level, and
at other times 1t took no action when the rate slipped to
levels that previously might have moved it to drain
reserves.

Open market operations and reserve managementss

Changes in the System portfolio The System’s portfolio
of U.S. government secunties grew by $30.2 biliion in
1992, an increase just slightly below the previous year’s
record expansion and well above most increases in the
preceding decade. As In most years, outrnight purchases

330n several settlement days during the year, funds were firm even
though reserves were estimated to be in surplus or at least
adequate There was little likelthood that a failure to add reserves
In these circumstances would be misinterpreted as a signal that
policy was being tightened Still, the Desk usually provided extra
reserves on these occasions to meet the apparent need reflected in
the firm funds rate

3aThese operations occurred dunng the maintenance periods ended
February 5, February 19, March 18, Aprnl 15, Apnl 29, June 24, and
August 5

3sDetarls of portfolio changes in 1992, their causes, and the
accuracy of the available forecasts of reserve supply and demand
are presented in the appendix

were concentrated in the market, although the Desk still
bought a sizable amount of secunties from foreign
accounts. A moderate amount of secunties was sold or
redeemed in 1992.

The expansion of the portfolio was used almost
entirely to offset the reserve drain arising from changes
In operating factors. Increases In currency In circulation
accounted for most of the net drain in reserves from
market factors The Federal Reserve also continued to
reduce its holdings of foreign currency, a strategy that
drained reserves. Required reserves were hittle changed
on balance during the year. The impact of strong growth
in the reservable components of the money supply on
the level of required reserves was largely offset by the
April cut in requirement ratios.

Maturity structure of the System portfolio. The com-
position of the Federal Reserve's portfolio of Treasury
securities came under scrutiny in 1992, in part because
of the attention focused on Treasury debt management
strategies, described eariier In these circumstances,
the FOMC reviewed the history of the matunty structure
and the principles that have guided the Desk’s purchase
and sale decisions.

The Federal Reserve manages its portfolio of Trea-
sury securities in order to achieve its objectives for

Table 5 _
Weighted Average Maturity
of Marketable Treasury Debt

ing repurchase agreements and matched sale-purchase
} transactions with foreign accounts—are excluded from the
;. calculation of the average'matunty of the portfolio

Months
Total
i YearEnd Federal Reserve Holdingst Qutstanding
1960 193 - - - 85
1965 161 60 |
1970 239 40
1975 312 33
1976 342 o 36
1977 380 ) 38
1978 47 4 44 i
1979 46 9 47 |
1980 . . 837 . 48 i
1981 : 522 : 50' - i
1982 486 47 |
1983 480 51
1984 . 504. : 55
1985 47 3 ' 59. |
1986 437 62 i
1987 426 66 i
1988 405 . : 67 :
1989 C 4120 .- 69
1990 387 68 |
1991 353 68 |
1992 362 . 67 (
tThe effects of all outstanding temporary transactions—includ- ,
!
l
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monetary policy. The securities purchased over time
have largely supported the expansion of currency,
although the size of the portfolio has also been
adjusted in response to changes in the level of required
reserves and to movements in other factors that have
absorbed or supplied reserves. During the latter half of
the 1970s and early 1980s, the average maturity of the
System portfolio was fairly similar to the maturity of all
Treasury debt outstanding (Table 5). This similarity
occurred because the composition of the Desk’s pur-
chases was shaped to some extent by the relative
supplies of Treasury securities in the market. This
approach also represented a fairly neutral posture in
relation to the yield curve.

In the mid-1980s, the Federal Reserve considered
whether its liquidity needs might be better served by
holding a proportionately greater amount of short-term
securities. Although the Federal Reserve rarely had
occasion to sell a large volume of securities from its
portfolio, it needed to provide for possible contingen-
cies. The Fed was reminded of the value of a liquid
portfolio in 1984 when Continental lllinois National Bank
faced a collapse of confidence. To keep operating, the
bank borrowed a massive volume of reserves from the
Federal Reserve’s discount window. In response, the
.Fed reduced its holdings of Treasury bills to avoid an
undesired increase in reserves in the banking system.

For several years thereafter, the Fed managed its
portfolio in a way that gradually shortened the average
maturity, while the Treasury was engaged in gradually
lengthening the average maturity of its debt. The Desk
concentrated its market purchases in bills, and it
favored shorter term issues when rolling over maturing
coupon securities. The Desk's effort to enlarge its bill
holdings was interrupted in 1989 when the Federal
Reserve's heavy purchases of foreign currencies pro-
vided more reserves than were consistent with policy
objectives. The Desk offset that reserve creation by
using a combination of redemptions and outright sales
to reduce its bill holdings, a process made simpler by its
highly liquid portfolio.>® Over the next 1% years, the
Desk replenished its bill holdings by arranging all of its
market purchases in bills (although it continued to
acquire coupon securities from official foreign
accounts).

In 1992, the Federal Reserve concluded that the
desired buildup of liquid holdings had been achieved.
Consequently, the Desk began to redirect slightly more
of its purchases and rollovers to the longer maturities
and to purchase a more even mix of bills and coupon
issues in the market; however, the changes were

3%|n 1989, Treasury coupon holdings rose slightly, while the total value
of the portfolio fell on net by $10 billion. Bili sales and redemptions
that year totaled $25.5 bilhon (offset by $14 5 billion of purchases)
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intended to be modest. Consistent with this strategy,
the Desk bought a record $19 billion of Treasury coupon
securities in 1992, accounting for almost two-thirds of
the total net increase in the System’s portfolio.3” Most of
the growth in coupon securities was still in issues
maturing within five years, but with longer dated issues
making up a somewhat greater share of issues acquired
in outright market purchases of coupon securities, hold-
ings of longer term debt also increased. As a result of
these efforts, the average maturity of the System’s port-
folio of Treasury securities ended its downward trend
and rose by about one month.38

Forecasting reserves and operating factors. In for-
mulating its reserve strategy, the Desk makes use of
estimates of the demand for and supply of reserves.
Forecasts of the demand for reserves are based on
estimates of required reserves and expectations for
excess reserve demands. Projections of the available
supply of reserves are derived from forecasts of various
operating factors. The accuracy of forecasts for most
factors affecting reserve needs in each maintenance
period usually improves as the period progresses,
reflecting the availability of additional information. Still,
large revisions coming late in the period do sometimes
complicate the Desk’s reserve management efforts.

In 1992, the accuracy of staff forecasts of operating
factors generally improved moderately. Projections of
the Treasury’s Fed balance showed the most improve-
ment. Staff members projecting reserves in 1992 did not
have to contend with large foreign payments into the
Treasury’s Defense Cooperation Account for Desert
Shield/Desert Storm contributions, which had proved
difficult to anticipate in 1991. As usual, the largest
projection errors of the Treasury balance in 1992
occurred around major tax dates. )

Estimates of excess reserves were modestly better in
1992. However, if we exclude the early maintenance
periods of 1991, when depositories were adjusting to
sharply lower required reserve balances, the accuracy
of excess reserves forecasts in 1992 was similar to that
of forecasts in 1991. Meanwhile, forecast errors for
required reserves were a bit larger at the beginning and
in the middle of maintenance periods in 1992 than in
1991.
37Because of some outrnight sales and redemptions ovf\bnls, the figure
for coupon purchases as a share of total purchases was somewhat
lower (There were no sales or redemptions of coupons ) Coupon
purchases represented a considerably higher share of the total net
increase in the System portfolio in 1987, when about $17 billion of

coupon securities were purchased out of a total increase of $21 bil-
lion in the System’s portfolio.

38A modest extension of the average maturity of new issues acquired
by the Desk in exchanges at some Treasury coupon auctions also
contributed to this lengthening of the average matunty of the
System’s Treasury holdings



Appendix: Desk Activity for the System Open Market Account

This appendix reviews the Trading Desk’s activities on
behalf of the System open market account during 1992 It
begins with a discussion of the outright changes made in
the System portfolio during the year and the reasons for
these transactions Then it reviews the temporary trans-
actions that were used to affect reserve levels Finally it
reports on the accuracy of staff estimates of the demand
for and supply of reserves. '

Outright changes in the System portfolio

Total System holdings of U.S. government securities
rose by $30 2 billion 1n 1992 (Table A1), slightly below the
record increase of $31.0 bilhon in 1991, but well above
the average annual increase over the preceding decade
(even excluding 1989, when the portfolio fell) About two-
thirds of the net increase was In coupon secunties, refiecting
an effort to achieve a modest lengthening of the average
matunty of the System’s portfolio At the end of 1992, the
System’s holdings had reached a total par value of
$308 8 hilllion Meanwhile, the Treasury’s total marketable
debt outstanding was rising at a similar pace, so that the
System's share of that debt was about unchanged

Bank reserve behavior
The expansion of the System’s portfolio over the year
was largely prompted by declines in reserves ansing
from movements In vanous operating factors On bal-
ance, these factors drained almost $30 bilion of
reserves between the maintenance periods ended Janu-
ary 8, 1992, and January 6, 1993 (Table A2). Currency
growth of $27 billlon accounted for most of this reserve
drain The increase in currency was of record size,
although its rate of growth was in ine with growth rates
during much of the past decade Demand from abroad
remained strong, although 1t was below the amounts
estimated for the previous two years In addition, strong
domestic demand for currency emerged late in the year
when the economy strengthened

Changes in the System’s holdings of foreign currency
and certificates against special drawing nights (SDRs)
also had a significant impact on the supply of reserves
Sales and a “dewarehousing” of foreign currency drained
about $6% billlon of reserves over the year (market
value), and net valuation losses on the System’s portfolio
of foreign assets drained roughly another $1 bilhon of
reserves T Interest earnings on foreign currency assets

tRevaluations of the Fed's foreign currency holdings, which
occur monthly, affect the “other items” category 1n the
tables When the Fed sells foreign currency, the book value
of the currency sold 1s charged against “foreign currency”
holdings, and the difference between the markel and book
values i1s charged agaimnst “other items " In 1992, the market
value of foreign currency holdings sold was about $0 75
billion greater than the acquisition value

totaling $2 billion partly offset this drain A demonetiza-
tion of SDR certificates imtiated by the Treasury in
December to meet an International Monetary Fund quota
increase drained $2 billion of reserves

Most of the decline in the System's foreign currency
holdings stemmed from a series of off-market transac-
tions conducted directly between the Federal Reserve
and the Bundesbank ¥ The Treasury’s Exchange Sta-
bilization Fund also dewarehoused the remaining $2 bil-
hon equivalent of its foreign currency holdings at the Fed
in April Net intervention in July and August in support of
the dollar against the German mark decreased the Fed’s
foreign currency portfolio by a further $635 million equiv-
alent (market value)

Responding to cuts in the reserve requirement ratios
that occurred In the past two years, depository institu-
tions increased their holdings of required clearing bal-
ances by almost $2 billion during the year in order to
increase their reserve balances at the Fed. For conve-
nience, these balances are treated as an operating factor
and are included in the “other items” category In Table
A2. In this framework, an increase In these balances
lowers the supply of reserves coming from “other items ”
In fact, required clearning balances are a source of
demand for reserves

Other determinants of reserve supply and demand
showed more modest changes on balance Various oper-
ating factors provided net additions to reserves Mean-

1The Federal Reserve sold a total of about $3 75 billion
(market value) of German marks to the Bundesbank on

May 20 in a spot and several forward transactions The
details of these transactions are provided 1n “Treasury and
Federal Foreign Exchange Operations, May-July 1992,"
Federal Reserve Bank of New York Quarterly Review, Autumn
1992

Table A .
Summary of Holdings in System
Portfolio '
Billions of Dollars

R S I e

Change during
Year-End 1992 1992 1991

Total holdings 308 8 - +302 +310
Bills 1502 - +115 +200
Coupons 163 2 +194 +113

Agency issues

-03

holdings are from year-end to year-end Figures may not
add because of rounding
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Appendix: Desk Activity for the System Open Market Account (Continued)

while, strong growth in the reservable deposit compo-
nents of M1 during the year largely offset the effects of
the Apnil 1992 cut in reserve requirement ratios on the
level of required reserves. Consequently, the level of
required reserves was about unchanged at the end of
1992 from its year-earlier level. Levels of excess reserves
around the last two year-ends were similar

Adjustment borrowing at the end of 1992 was down
from the elevated level over the previous year-end. Sea-
sonal borrowing. was relatively low, and borrowing under
the extended credit program was virtually nil throughout

Table A2

y

the year

Outrnight transactions

The Trading Desk conducted outright operatuons when
reserve projections showed a large, sustained need to
add or drain reserves. The overall volume of outright
transactions in 1992 was well above the volume in the
preceding year, even though the net expansion of the
System’s portfolio In each of the two years was similar
(Table A3). The total size of outnight transactions in 1991
had been depressed by the almost complete absence of

Reserve Measures and Factors Affectmg Reserves

Maintenance Period

o Changenaunng
1992t -

Bank Reserves (Millions of Dollars) Ended January 6, 1993 1991+
Nonborrowed reserves
Excluding extended credit 57,405 768 - 1,858
Including extended credit 57,405 767 1.838
Extended credit borrowing —_ -1 -21
Borrowed reserves :
Including extended credit 269 -252 226
Adjustment plus seasonal 269 —252 247
Adjustment. 257 ) —242 266
Seasonal 12 -10 -19
Required reservess 56,288 268 4,540
Excess reserves 1,385 247 2,455
System Portfolio and Operating Factors (Billions of Dollars)!
System portfolio ) 308 8 302 310
Operétmg factors
Foreign currencytt 187 -39 - -49
US currency 3343 ~27 1 -206
Treasury balance 73 22 -2 1
Float 25 . 17 -20
Special drawing nghts 80 .o =20 . . —
Gold deposits 11 : . 00 —
Foreign deposits 02 . -03 . 02
Applied vault cash 311 ) 156 07
Other items 176 L -12 -23
Foreign repurchase ' :
agreemenl pool#

73 =06 ' —

v

Note Figures may not add because of rounding

tChange from maintenance period ended January 8, 1992, to that ended January 6, 1993
+Change from maintenance period ended January 9, 1991, to that ended January 8, 1992

SNot adjusted for changes in required reserve ratios

ISign indicates impact of changes in operating factors on bank reserves
ftAcquisition value plus interest earnings Revaluations of foreign currency holdings are included in “other items "

#includes customer-related repurchase agreements
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Appendix: Desk Activity for the System Open Market Account (Continued)

outrnight sales or redemptions of securities to meet the
seasonal reserve overage that typically occurs in the first
months of calendar years ¢ Early in 1992 the Desk did
redeem a modest amount of Treasury bills at some of the
weekly auctions and sold some bills to foreign accounts

Most outright purchases of securities were arranged in
the market, and more than half of these were for coupon
Issues, largely reflecting the desire to achieve a modest
extension of the average maturity of the System's port-
folio. In fact, coupon purchases accounted for three of
the six occasions on which the Desk entered the market
to buy secunties outright in 1992 " Over the preceding
two years, the Desk had arranged to buy coupons in the
market only once. .

The Desk continued to arrange a sizable amount of its
outrnight transactions with foreign accounts when orders
were compatible with estimated reserve needs However,
the volume of these transactions 1n 1992 was substan-
tially below the previous year's level, which had been
Ifted by heavy sales of Treasury securities by foreign
institutions raising funds to pay for their Desert Shield
and Desert Storm obligations Almost all transactions
arranged with foreign institutions 1n 1992 were for pur-
chases by the Desk Over one-half of these purchases
were of coupon securities

The Desk restricted its activities in federally sponsored
agency securities to rolling over maturing i1ssues if a
suitable replacement was available, but it redeemed
modest amounts when new issues were not offered or
when offerings were smaller in size than the maturing
issue As a result, in 1992 the volume of outstanding
federal agency securnties In the System's portfolio con-
tinued its downward trend for the twelfth consecutive
year

Temporary transactions
The Desk arranges self-reversing transactions to meet
temporary reserve needs. The frequency with which

§A substantial share of the seasonal reserve surplus forecast
for early 1991 had been addressed in late 1980 when the cut
In reserve requirements prompted the Desk o drain large
amounts of reserves, moreover, an unusually ligh Treasury
balance through February 1991 reduced the size of the
reserve surplus at that time

iThe Desk bought $3 2 billion of bills on May 27, $3 5 billion
of coupons on June 2, $3 7 billion of coupons on September
1, $3 9 billion of bilis on October 27, $5 0 billion of coupons
on November 18, and $2 5 billion of bills on December 15
Although the Desk usually buys securities outnight in the
market in Apri to meet a seasonal reserve need, the cut in
reserve requirement ratios had sharply reduced the size of
this need 1in 1992 Consequently, no outright market purchase
took place in the month

such transactions were arranged 1n 1992 was In line with
earlier experience, but the distribution of their cumulative
value was more heavily weighted than usual toward
adding rather than draining reserves (Table A4). Further-
more, the Desk arranged multiday System RPs more
often than in recent years, and these operations

Table A3
System Outright Operations
by Type of Transaction and by

Counterparty
Biilions of Doilars

1991

Total outright 31.8
By type of transaction
Purchases 341 314
Bills 147 202
Coupons 194 113
Sales 16 01
Bills 16 01
Coupons 00 00
Redemptions 22 03
Bills 16 00
Coupons 00 00
Agency issues 06 03
By counterparty
Total outright 1n market 219 104
Purchases 219 104
Bills 97 81
Coupons 123 23
Sales 00 00
Bills 00 00
Coupons Qo0 00
Agency issues 00 007
Total outnight with
foreign accounts 138 212
Purchases 122 211
Bills 51 121
Coupons 71 90
Sales 16 01
Bills 16 01
Coupons 00 00

{

Note Values are on a commitment basis Figures may
not add because of rounding
tOne sale totaling $5 million occurred during the year,
but the rounded value is zero
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Appendix: Desk Activity for the System Open Market Account (Continued)

accounted for an unusually large share of the total value
of all temporary reserve injections Often a large portion
of the value of these muitiday RPs was withdrawn by
dealers ahead of the original maturity date, and the Desk
frequently had to follow up with another temporary
reserve addition as a result On several occasions when
the Desk saw a particularly deep reserve need, a multi-
day RP was made nonwithdrawable

The number of matched sale-purchase transactions
(MSPs) arranged Iin the market in 1992 was on the low
side of the range established in recent years, and the
cumulative value of these transactions was well below
recent levels The relatively small number and size of
MSPs arranged in 1992 arose in part because few main-
tenance periods in the year were marked by large
reserve surpluses. Only a small number of the MSP
transactions had maturities exceeding one business day

The Desk typically announced to the market at around

tiNine of the fifty-two muitiday System RPs arranged in 1992
were nonwithdrawable The corresponding number in 1991
was three

Table A4
System Temporary Transactions
Billions of Dollars

11 30 a.m. any intention ‘either to add or drain reserves
that day On one occasion, when high projected levels of
the Treasury's Fed balance led to a deep estimated daily
reserve deficiency, the Desk acted to ensure adequate
propositions by announcing a day In advance its inten-
tion to arrange multiday System RPs On two days
ahead of holidays late in the year when the market was
scheduled to close- early and the Desk faced sizable
estimated reserve needs, It entered the market ahead of
its usual intervention time-to ensure adequate
propositions )

Forecasting reserves and operating factors

In formulating a strategy for meeting reserve needs, the
Desk took into account potential revisions to the esti-
mated demand for and supply of reserves. Faulty projec-
tions can hamper the formulation of an effective strategy,
especially when they occur late in a maintenance period,
because they can necessitate large reserve operations
During 1992, the accuracy of staff forecasts of excess
reserves and of operating factors improved relative to
1991, while required reserve forecasts were less accurate

Number? Volume Numbert Volume

Repurchase agreeme‘nts
System 80 3929 63 - ' - 3329
Maturing next business day 28 1200 32 . 167 4
Term 52 2730 31 1655
Customer-related 64 140 4 73 1758

~Matched sale-purchase transactions

In-market 20 286 33 ' 753
Maturing next business day 17 230 29" 66 8
Term 3 57 : 4 ) 84
With foreign accounts* 253 1453 8 251 1495 2
Total temparary transactions 417 20158 . 426 A 2079 1
562 0 175 5839

In market

164

Note Figures may not add to totals because of rounding .

tNumber of rounds If the Desk arranged repurchase agreements with two different matunties on the same day. the
agreements are treated as one round The Desk arranged such multiple agreements on one day in 1992 and at no time In

1991

*Volumes exclude amounts arranged as customer-related repurchase agreements
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Appendix: Desk Activity for the System Open Market Account (Continued)

(Table A5)**

On the demand side, the forecast errors for required
reserves were a bit larger early and in the middle of
maintenance periods than in 1991. By the final day of the
period, the size of these projection misses usually had
narrowed considerably and, on average, was about
unchanged from the previous year. Nonetheless, sizable
revisions resulting from unexpected deposit flows around
large tax payment dates or holidays occurred very late in
several maintenance perods

The excess reserves forecasting performance
improved 1n 1992, largely because excess demand had
been particularly difficult to predict in early 1991 when
operating balances had been unusually low S§ The actual
behavior of excess reserves remained uncertain and

#The Tiading Desk uses forecasts of required reserves, excess
reserves, and operating factors made by stalfs at the Federal
Reserve Bank of New York and the Board of Governors The
Desk also takes into account a forecast of the Treasury’s
Federal Reserve balance, an operating factor, made by the
Treasury staff

sSForecast errors for excess reserves are calculated using
projections of the demand for excess reserves made by the
New York and Board staffs These projections are not usually
incorporated in the formal allowance for excess reserves built
into the Desk's reserve objective The measurement of the
forecast errors of the demand for excess reserves Is
imprecise because the projections are compared with actual
holdings of excess reserves 1n a period Excess reserves ex
post can be affected by unexpected movements Iin reserve
supplies occurring on the final day, or by the Desk's

Tabie A5

volatile in 1992, and numerous informal adjustments
were made to the formal allowance during the year An
elevated level of carry-ins contributed to this volatihity 1t
The formal allowance for excess reserves was held at
$1 bilhon during most of 1992. It was raised during the
February 5 penod to reflect expected pressures from low
operating balances, and again at the start of the Aprnil 15
period when the cut in reserve requirements took effect,
although the expected high demand for excess in this
later period did not matenalhze.

On balance, the forecasts of operating factors were
more accurate at the beginning and middle of mainte-
nance periods than in 1991, despite a jump in the van-
ability of operating factors from period to period The
accuracy of the forecasts by the final day of the period

Footnote $§ continued

decisions to over- or under-provide reserves in response to
other considerations Finally, the calculation of forecast errors
of the demand for excess reserves does not take account of
the informal adjustments to the forecasts the Desk frequently
makes on the basis of carry-ins or the observed pattern of
excess reserve holdings to date in a period

#The average period-to-period change in excess reserves in
1992 was $362 millon This amount was well below the level
for all of 1991, but a bit above last year's average level if
one excludes the first few periods in 1991, when banks
were dealing with exceptionally low operating balances

tt1The average absolute level of carry-ins at large banks in
1992 was $96 miliion. compared with $72 million the
previous year and $56 million in 1990

Approximate Mean Absolute Forecast Errors for Various Forecasts of Reserves and

Operating Factors
Mitlions of Dollars

1992

First Final First Final
Day Midperiod Day Day Midperiod Day
Reserves
Required 350-365 245-270 80 290-320 165-200 70-80
Excesst 220-245 210 — 300-335 215-250 —
Factors 1005-1095 385-465 60-85 1200-1285 590-815 50-60
Treasury 700-830 240-330 45-50 865-885 480-660 40-45
Currency 355-430 140-215 20-40 325-410 160-170 15-20
Float 180-190 135 35-45 230-280 125-150 40-50
Pool 245 140

10 330 1156 10

Note Ranges indicate varying degrees of accuracy by th

e New York Reserve Bank and Board of Governors Staffs

tThe reported forecast errors overstate the degree of uncertainty about excess reserves The Desk supplements beginning-of-
period and midperiod forecasts with informal adjustments that are based on the observed pattern of estimated excess

reserve holdings as each maintenance period unfolds
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Appendix: Desk Activity for the System Open Market Account (Continued)

was about the same as in the previous year.

Most of the improvement n the forecast accuracy for
total market factors resulted from more accurate projec-
tions of the Treasury’s balance at the Federal Reserve
The improvement was achieved even though the mean
absolute period-to-period change in the Treasury's Fed
account was about the same 1n 1992 as in the previous
year Some of the improvement in these forecasts
stemmed from the absence in 1992 of large foreign
official payments into the Treasury's Defense Coopera-
tion Account for Desert Shield and Desert Storm
expenses; uncertainty over the timing of these payments
contributed to large errors in 1991 In addition, Resolu-
tion Trust Corporation outlays, which have proved to be
very unpredictable, declined in 1992

As usual, the majority of the largest projection misses
occurred following major fiing deadhines for individual
nonwithheld and corporate taxes. The timing and size of
the Treasury’s revenue flows were often uncertain during
these periods; moreover, the Treasury’s total cash hold-
ings often exceeded the capacity of the Treasury’s tax
and loan accounts in the banking system, thus causing
large remittances that swelled the Fed balance *** By far,
the largest start-of-the-period projection miss in 1992
occurred In September, when unexpectedly high tax
receipts led to a $6 bilhon period-average error

To deal with the greater volatility in cash balances after
tax dates and to guard against inadvertent overdrafts,
the Fed and Treasury changed their standard procedure
for administering the Treasury’s Fed account in the two
weeks following major tax deadlines The change was
precipitated by an exceptionally large daily forecast miss
one day in the period ended April 29 that left the Trea-
sury balance at a very low level ($1.9 billion) For the
remainder of that period, the Treasury and the Desk
raised the “targeted” level of the Treasury balance at the
Fed from its usual $5 billion level to $6 billion Subse-

##tThe Treasury's Fed balance was above its “target” level
because of capacity limitations on about twenty business
days in 1992, down considerably from about fifty days in
1991 In 1990, the number was fifteen

quently, the Fed and the Treasury agreed to hft the
targeted level of the Treasury balance to $7 billion for the
two weeks or so following all major tax dates

Initial errors in forecasting the size of the pool of
temporary foreign investments decreased in 1992 from
1991 Duning 1991, foreign official institutions had often
invested funds in the temporary pool with little advance
notice, and had later paid the funds to the Treasury's
Defense Cooperation Account These unexpected invest-
ments had caused some large projection misses In the
absence of these payments in 1992, the forecast
accuracy returned to more normal levels

An additional factor that contrnibuted to forecast errors
in 1992 was the premium or discount paid on reserve
transactions undertaken by the Desk A premium or
discount arises when the par value of the secunties
exchanged in either a temporary or an outrnight transac-
tion differs from the market value The actual reserve
impact is determined by the market value of the secun-
ties—price plus accrued interest—less a margin to pro-
tect against price declines in the case of RPs. The formal
measure of the reserve impact of an operation i1s based
on the par value of the secunties traded. The difference
between the par value and the cash amount shows up as
a forecast miss In the “other items” component of non-
borrowed reserves on the day following a reserve opera-
tion At the start of each maintenance period, the
projections of this market factor make no allowance for
any possible discount or premium, even in periods when
large reserve operations are anticipated. Falling interest
rates durning the past two years hifted the prices of many
outstanding issues with large coupons above par, enlarg-
ing the average premium in 1992 Consequently, the
actual reserve impact of reserve addition operations
often exceeded by a substantial margin the nihal cal-
culation based on the par value of securities acquired In
1992, net premiums on securities held under RP aver-
aged about 5 percent of the value of these operations.
When deciding the par value of secunties to accept
under RP, the Desk often made an informal allowance for
the likely size of the premium

114 FRBNY Quarterly Review/Spring 1992-93





