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market operations, but the conc tual |

Sl
was inevitably a recurrent i.op:tt:,‘~
So I have divided my comments 1nto

of policy, the evecuticn of. policy and

enviroament.

1 The Iramework oi policy

I spoke with no dedicated monetarists, .msid or
which probably meass I did not encounter a *eptcsantative‘er‘éé
section of opinion. Within the Fed, there was a qene.rai ‘feeling of
satisfaction with the way things had turned uut by end— 980, with

tihe October 1973 experiment. But the satlsfaction was nol: f.hat 'of

having found an enduring answer to fundamental questions, rathe
that of having done better than before and, in the process, havlnq
out-faced some fearsome technical problems .. ;

October 1979, and particularly Paul Volcker's comnmitment to the new
system, is rationalised on the basis not of intellectual convictici
but of a widely perceived need to secure freedom for much greater
variability in interest rates - in a context of high and vaxriable
inflation - than could ever come out of a system where the setiing
of rates was an explicit discretionary act of policy. rThat fresdem
was gained by substituting a numbers game which the Fed reckoned
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money aggregates (notably MIB) is the
guiding the course of policy, but no
very much more conscious than we are ¢

requirements of monetary theory. s S’
i e o

This broadly agnostic philosophical approach leads the Fed to have

little patience wilth the monetarists who seek greater purity

Fed's.operation. Contempor. reserve ng is dis-uissedg
as a total irrelevance, involving substantial tesou:ce costs which
cannot be justified. A more penal rate for discount window

lending is seen as unnecessary. Paul Mcek made the point -
reflecting Charles Freedman's analysis - that the management of aon-
borrowed reserves can drive Federal Funds to a perceptible premium
above the Discount Rate (not a massive one; he was curious why tire
Green Paper laid such emphasis on the dangers of interest rate
instability in anUBC system). If the Discount Rate is then
increased without ever matching Fed Funds rate it can nevertheless,
with continuing constraint on non-borrowed reserves, ratchet Fed
Funds rate yet further upwards. On my observation, the monetarists'
charge (and the marcket's total conviction) that the Fed has not
really abandoned the targetting of interest rates is unfounded;

but there is certainly (see below) some feed-back, reflecting the
weaknesses of the Fed's information and control

tems.
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The market practitioners seemed on the whole to ha‘le, c &b,”_- e

on how the new system works, describing it to a man in r&i%}lﬁg‘
processes by which the Fed sets itself mtstcst i tns rathékr'
than on why it is constructed as it is. An exception was Bob storne

at Irving who, alone among the bankers I saw, believed f.hat bai i

assel: formation could be resp ive to a pr ive shortage of
resources to finance it for reasons other than the (weak) influence
of interest rates on demand. * He saw much merit in the traditional

approach during his days in the Fed, of attaching great importance
to the borrowed/non-horrowed composition of reserves. In his

view, moderation in the money stock could be had at much lower levels
of interest rates, if only the Fed would force banks more heavily

to the discount window. Even if the money were cheap, they would
intensely dislike being there.

2 The ccution of policy

I was struck by the complexity of the process for arriving at the
target variable of non-borrowed reserves. The medium-term monetary
aggregate target has to be broken down into a shorter-term path,

have seasonal corrections applied, and then be converted into a
number for total rescrves by making assumptions about the composition
of bank liabilities, inside and outside the aggregate and having

nts. Another guess then has to be made

different reserve requi
about borrowed reserves. until recently a fairly faithful reflection
of the interest rate differcnce between the. Discount Rate and Fed
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Funds, but more recently s
reserves arc also influenced
in an unpredictable way.
Chicago can somehow be. nlloy
operators in the New York E'xy%gra
the true reserves posihion on

behaving in a way which, on a‘gﬁogd

with their numbers. In this limited

possible to eliminate the greater part of aur need to provide pt*ﬁ\g_*‘
residval liability adjvstment of government financ 1 transact.
The mechanism vhich substiktutes is adjus :mant tl:: ‘the g e;.%méﬁ‘b
asset balances with Lhe banking system in the fc;;.'h of‘x"l‘ax 'an(f%n
accounts. Coupled with the high level of reserve xi uix&ﬂéﬂ:}”' Ay
this means that their upen market operations typically represent
a tiny fraction of the total amount of bank reserves, in conErisE ke
to our own wihich can on occasion be a multiple. By the same token, 3
their operations are typically small in relation to ‘the total -
amount of money market paper. "
It was to be expected that these structural differences would help
them to overcome or to avoid some of the problems we identify with
our own open-mariket operations, notably the ngture and extent of
their influence on the time-structure of yields and on the relative
yields of different instruments. What I had not been entirely
prepared for was to discover that they almost completely avoid having
any open market operations as we understand those words.

They have, in effect, managed to divide official operations into two
sepaxate parts. One part, which belongs to the execution of
monetary policy, is essentially an operation in money, not in paper.

The other, which dces involve operation in market assets, is as far
as possible a policy-ncutral exercise in investment management.
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among the 35 traders with which the Fed

Periodically - perhaps about once a month = the Ved eﬂéﬂiﬂ"$> i
outright operations. These are undertaken by the Fed, and so
understood by the market, as an act of investment management, rolling
forward the portfolio ot the Open Market iiccc\‘znt. Though inevitg!‘tiy‘
net purchases will have a downward effect on market yields generally,
the Fed is at pains to avoid any poliéy-sensitive impact. Its
technique is to draw a yield curve before ¢oing into the market £6L
invite offers - which may span over the whole range of coupon issues

— and then to pick cff those offers v:hich'provi:'le the best yield in
relation to the original curve. -

Coming back to the daily oparation, its intended amount is
calculated by comparing the target path of bank reserves with the
estimated actual, and seeking to adjust the latter. IEHS

customary for theled's intentions to be notified to the traders some -
time between 11.20 and 12.00, giving them about twenty minutes to
respond. The Fed then picks off the highest bids for its money,
down to the point - kncwn as the "stop rate" - at which its offered
supply is exhausced. The money so created is immediately available
as Fed Funds, and information on the "stop rate" is eagerly sought.
The Fed discloses nothing about its operations, but news is almost
instantanconsly flashed up on the screens and is usually abs&lutely
accurate, but not always: One might suppose that this would provide
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3 The institutional environment . vy B

. Moy
There are sceveral long-standing features, and one new one, of the
institutional environment that are important in understanding what
can be learned of .elevance to our own situation. --

The first ccacerns the regulation of banks. They are not allowed,
under Regulation Q, to pay any interest on deposits (except thoga
from other banks) of shorter than a specified maturity or period of
notice; currently 15 days. The widespread use of the repo
technique was the simple means of overcoming the resulting difficulty
in employing money at short term. Repos are offered both by banks
and ‘by non-bank traders in securities, but banks are now subject to
reserve requirements in respect of their repo obligations in non-
Treasury securities. Competition also comes from money market mutual

funds.

The result of these arrangements is to separate the Federal Funds
market, in which only banks can place funds, from the heterogencous
markets in short-term funds using the repo technique. In piinciple



than from turnover, despite the fineness of the margins at ch
turnover is obtained; as well, of course, from guessing a future

movement in yields right more often than not. - <3 T ES
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1t is at this point that one has to mention the new feature which
has come to play such a powerful influence in the mariiot place, and
that is the market in financial futures. All those I spoke to gave
an unreserved welcome to the futures market, despite in some cases
initial opposilion or hisqivinqs, though many stressed the increased
need for vigilance in external regulation and internal control.
The. existence of the futures market is universally agreed to have
added to the breadth and depth of the cash markets, increasing
turnover (though at the cost of lower spreads) and the capacity to
absorb new primary issues (eg from the Treasury) without adverse
effect on the yield structure. Moreover, some doubt whether,
vithout the futures market, securities traders would have becn able
to withstand the recent degree of interest rate VOldtlllLy with as
few casualties as there have been.
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gilt-edged broker and discount house; large
Smithers, Greenwells and Union Discount r
total numbers are between 60 and 70.  They
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do. Should they do so, it is understond that the bank cc'.tm in (':uzn

go to the Fed's discount window, even as late as 5pm, and borrow
without incurring the odium or penalties that might otherwise be
inflicted. :

If we were to be seeking alternative institutioual structures,
Lanstons would be a useful subject of study. 4

i\«v?-
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