The FOMC in 1975: Announcing Monetary Targets

NANCY JIANAKOPLOS

LY ZONETARY policy in 1975 was directed at aiding
economic recovery from the most severe recession in
the post-World War Il years without rekindling the
fires of inflation. As in recent years, the Federal Open
Market Committee pursued short-ron objectives of
monetary policy formulated in terms of both an in-
terest rate and money growth rate targets.! These
dual objectives were pursued through open market
operations — that is, the buying and selling of U. S.
Covernment and Federal agency securities and
bankers’ acceptances.?

As 1973 began, the prospects for a renewal in eco-
nomic growth were dim. The year 1974 had closed
with economic activity plummeting, uwnemployment
high, and prices increasing at a double-digit rate.
Faced with this situation Congress gave particular
attention to the formulation of monetary policy as a
tool of economic recovery, Congressional interest re-
sulted in passage of a Concurrent Resolution, which
called for the adoption and public disclosure of long-
run target growth ranges for monetary aggregates by
the FOMC. In addition, Congress called for the initia-
tion of quarterly consultations on monetary policy be-
tween Congressional Committees and the Board of
Governors of the Federal Reserve System.

Muometary developments during 1975 occurred amid
other significant economic developments. The econ-
omy continued te adjust to shocks experienced in
1973 and 1974, These shocks included the sharp rise
in the cost of energy, crop failures, price controls, and

tThroughout this article the Federal Open Market Committee
will be referred to as either the “Committee” or the “FOMC”,

2The other tools of monetary policy are not controlied by the

FOMC. Reserve tequirements are set by the Board of Gov-
ernors of the Federal Reserve System. Discount rates are
established by the Boards of Directors of the twelve regional
Federal Reserve Banks.
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the implementation of environmental, safety, and con-
sumer protection programs.® Congress approved tax
cuts and rebates along with special Social Security
payments designed to revive the lagging economy. In
addition, Treasury operations to finance the resultant
880 hillion deficit were expected to have a stimulative
impact on the economy.

This review of monetary policy in 1975 begins with
a consideration of various approaches to monetary
policy that were put forward as appropriate for deal-
ing with ecenomic conditions in early 1975, The short-
run implementation of monetary policy by the FOMC
with respect to both its stated policy goals and its
operating targets will be reviewed next. Finally, a
major constraint on moenetary policy actions will be
discussed.

MONETARY POLICY PRESCRIPTIONS

The appropriate course for monetary policy in 1975
was widely discussed. Most economists seemed to
concur that monetary restraint in late 1974 had been
excessive and, in part, responsible for the deepening
of the recession. For example, Paul Samuelson
charged that “if we do go into a depression, the Fed
will justly bear much of the blame.™ Milton Fried-
man declared that “From June 1974 to January 1975,
M. has grown at the average rate of 1.1% per year.
This has surely contributed to the recent deepening
of recession.”®

3See Norman N, Bowsher, “1975 — Year of Economic Turn-
around,” this Revigw (Yanuary 1976), pp. 2-8.

1Paul A. Samuelson, “A Burns Depression?” Newsweek,
March 3, 1975, p. 63.

50. 5. Congress, Senate, Committee on Banking, Housing and
Urban Affairs, Monetary Policy Ouversight, 94th Cong., 1st
sess., February 25 and 26, 1975, p. 39.
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Prescriptions for monetary policy in 1975 were far
ranging, but can be broadly divided into three ap-
proaches. One school of thought holds that steady,
moderate, monetary growth was the appropriate pol-
icy. Milton Friedman expressed this long-held view
before the Senate Banking Committee: “I believe that
we need stability in monetary growth, not wide fue-
tuations from one side to the other, . . . For M, 3% to
5%, or even the broader 2% to 6% ecarlier specified
by the Joint Economic Committee is about right.”® He
further stated that the Federal Reserve could not
achieve steady growth of the money stock “if it insists
on operating as it now does by controlling an interest
rate such as the Federal Funds rate”” Arthur Burns,
chairman of the FOMC, explicitly rejected this
approach:

There is a school of thought that holds that the
Federal Reserve need pav no attention to interest
rates, that the only thing that matters is how this or
that monetary aggregate is behaving. We at the Fed-
eral Reserve cannct afford the luxury of any such
mechanical rle. As the Nation's central bank, we
have a vital role to play as the lender of last resort.
It is cur duty to avert liguidity or banking crises. It
is our duty to protect the integrity of both the do-
mestic value of the dollar and its foreign-exchange
value. In discharging these functions, we at times
need to set aside temporarily our objectives with
regard fo the monetary aggregates.

In particular, we pay close attention to interest
rates because of their profound effects on the work-
ings of the economy.?

Other analysts of monetary policy focused attention
exclusively on interest rates. Franco Modigliani, pro-
fessor of economics at the Massachusetts Institute of
Technology, recommendsd this course bhefore the
Joint Economic Committee in February:

I think the mistakes of last vear came from the fact
that the Fed was looking at the money supply in-
stead of looking at what really bites the economy.
No one, no one except a few fools perhaps on Wall
Street are directly affected by the money supply,
but people do pay higher interest rates, people do
have to pay higher mortgage rates, and that is where
monetary policy bites, not through the change of the
money supply.?

A third policy approach supported a rapid expan-
sion of the money stock to stimulate economic recov-

8lhid., pp. 59-80.
TIbid., p. 60.

8“Statements to Congress,” Federal Reserve Bulletin (Feb-
raary 1975}, p. 64,

. 8. Congress, Joint Economic Committee, The 1975 Eco-
nomic Report of the President, 94th Cong., st sess., Febmary
5, 6, 7, and 14, 1975, p. 542.
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ery — a discretionary policy focused on the monetary
aggregates. First National City Bank of New York
expressed this view:

This vear is going to be bad enough as it is without
a perverse monetary policy. And in the current en-
vironment, anything less than 8% growth is likely to
be perverse. An 8% fioor sounds rather expansive,
but given the slack in the economy, it is unlikely to
rekindle inflationary fires within the next two years,
An easing back in monetary expansion below 8%
would be appropriate in 1976 and further in 1977 to
damp down inflation over the longer run1¢

joining the widespread public attention being given
to the appropriate course of monetary policy in 1975
were several committees of Congress., Both the Senate
and House Banking Committees held hearings on the
conduct of monetary policy. In light of the concern
over the state of the economy in general, and mone-
tary policy in particular, House Concurrent Resolu-
tion 133 was passed on March 24, 1975 expressing the
view of Congress as to the appropriate course of
monetary policy during 1975, The resolution did not
impose binding prescriptions, but expressed the Con-
gress’s desire for the Board of Governors and the
FOMC to:

{1} encourage lower Eong term interest rates and ex-
pansion in the monetary and credit aggregates ap-
propriate to facilitating prompt economic recovery,
and

{2) maintain long run growth of the monetary and
credit aggregates commensurate with the economy’s
long run potential to increase production, so as to
promote effectively the goals of maximum employ-
ment, stable prices, and moderate long term interest
rates.11

The resolution called for the Board of Governors to
consult with Congressional Committees quarterly as
to its “objectives and plans with respect to the ranges
of growth or diminution of monetary and credit aggre-
gates in the uproming twelve months.”?

Pursuant to this resolution Chairman Burns met
with Committees of Congress on May 1, July 24, and
November 4 to discuss the condition of the national

0“Seotching the recession — the missing monetary factors,”
First National City Bank Ecoromic Week, January 20,
1973, p. 2.

U, 8. Congress, Senate, Commiitee on Banking, Housing
and Urban Affairs, First Meeting on the Conduct of Mone-
tary Policy, 94th Cong., st sess., April 29 and 30; and May
i, 1975, p. 3.

121hid. Chairman Burns testified before the Senate and House

Banking Committees in alternaie guarters during the re-
mainder of 1973.
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economy and the course of monetary policy.® De-
parting from tradition, Chairman Burns announced
long-term target ranges for the growth of monetary
and credit aggregates at the May hearings {see
Chart 1):

The Federal Reserve Svstern is presently seeking a
moderate rate of expansion in the monetary and
credit aggregates. We believe that the course we are
pursuing will promote an increase in M, of between
5 and T% per cent over the 12 months from March
1975 to March 1976, . . .

A growth rate of M, In the range of 5 to 7% per
cent would, we believe, be accompanied by higher
rates of increase in the other major monetary and
credit aggregates — ranging from 8% to 10% per cent
for M,, 10 to 12 per cent for M,, and 6% to 9% per
cent for the credit proxy. .t

In anuouncing the long-run target growth, Chairman
Burns cautioned that the appropriate growth ranges
depended upon the underlying economic conditions.
And, as the economic conditions changed, the tar-
geted growth ranges might have fo he modified in a
month or two.

At the July hearings Chairman Burns announced
that the target ranges had been modified slightly to
apply from second quarter 1975 to second guarter
1976, rather than from March to March, The change
from a monthly to a quarterly base was made “be-
cause a J-month average is less subject to erratic
movements than is a single-month base.”® The effect
of moving the base period forward, while retaining
the original growth range, was to accept, rather than
to attempt to offset, a faster rate of monetary growth
during the second quarter than had been implicit in
the original 12-month target. Testifying before the
Senate Budget Committes in September, Chairman
Burns discussed the appropriateness of the target
ranges:

These growth ranges are appropriate under current
conditions, when the economy is struggling with
widespread unemployment of labor and industrial
capital. However, these growth ranges are on the
generous side by historical standards, and our eco-
nomy would have litde or no chance of regaining
general price stability if they were maintained inde-
tinitely. Even so, the Federal Reserve System has
frequently been urged to raise its presend target

3*Statements to Congress,” Federal Reserve Bulletin {May
1975}, p. 282; (August 1975), p. 491; (November 1975},
p. 74d.

14“Statements to Congress,” Federal Reserve Bulletin (May
1975), p. 286.
18Thid, (August 1975), p. 495,
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rates for the monev supply. We have resisted these
suggestions because, in our judgment, such a policy
would soon lead to accelerated inflation and thereby
frustrate the process of economic recovery.’s

At the November hearings Chairman Burns again
announced changes in the long-run money growth
targets. The applicable time span had been set by the
FOMC at third quarter 1975 to third quarter 1976.
The growth ranges for M, and M, were widened to
7% to 10% percent and 9 to 12 percent, respectively.
Chairman Bums commented on the conseguences of
these changes in his statement to the Congressional
Committee as follows: “This updating of the base, 1
should note, implies a slightly higher level of money
halances a year from now than would be the case i
the second-quarter base were retained,”7

In considering the implementation of these long-
run targets since their announcement in May, Chair-
man Burns stated in November that . . . growth of
the monetary aggregates has been broadly in line with
the ranges we adopted earlier. However, month.io-
month and guarter-to-guarter changes in the aggre-
gates have been very large, reflecting unusual factors
influencing the public’s demand for money.”® Addi-
tional explanation of the short-run swings in the
growth of the aggregates outside the long-run target
ranges had been offered by Chairman Burns in
October as well:

Month-to-month changes in the monetary aggregates
have deviated this year from the longerrun target
ranges, and they can be expected to de so In the
future. Since the demands of the public for money
are subject to rather wide short-term variations,
efforts by the Federal Reserve to maintain a con-
stant growth rate of the money supply could lead to
sharp swings in interest rates and risk damage to
financial markets and the economy.!®

IMPLEMENTATION OF
MONETARY POLICY

The FOMC, whose organization and operating pro-
cedures are cutlined on p. 12, met each month in
1975 to review the results of their previous decisions
and decide on the future course of monetary policy.
Summaries of the goals and operating objectives
adopted at each meeting, as well as a record of dis-
senting votes, ave presented in Exhibit { on pp. 18-17.

8Ihid. (October 1873}, p. 627,
37ibid. (November 1975}, p. 747.
181hid.

#Thid, (QOctober 1975}, p. 627.
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Chartt
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cesstul in achieving the interest rate targets than the
monetary growth targets, The System attained the
two-month money growth targets specified in the first
half of 1975 more frequently than those specified
during meetings held in the second half.

The aim of short-run monetary action appeared to
be strongly expansionary in the first four months of

1975, when economic activity was contracting sharply,
while during the recovery in the remainder of the
vear actions appeared to take on a more moderate
stance, This is indicated by the operating instructions
listed in Exhibit 1. The following sections provide a
detailed review of the data and analyses which the
FOM{ used in formulating short-run monetary policy

Page 13
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each month in 1973, The FOMC’s short-run targets
are examined in relation to the changes in the Federal
funds rate and money growth rates which actually
occurred,

January — April: Monetary Expansion

Staff projections for each of the FOMC meetings in
January through April suggested declines in real eco-
nomic activity through the first half of 1975 and
moderation of price increases. By the March meeting,
an upturn in economic activity later in the vear was
being predicted. During these four meetings the Com-
mittee’s short-run poliey was to cushion the recession
and stimulate recovery, although by the March meet-
ing the domestic policy directive no longer contained
the clause directing action to cushion the recession.
The Committee issued operating directives at the
January through March meetings which were aimed
at achieving interest rate and money growth rate
targets. The directives specifically said that “the Com-
mittee seeks to achieve bank reserve and money mar-
ket conditions consistent with more rapid growth in
monetary aggregates over the months ahead than has
occurred in recent months™ {emphasis added)
Expansion of monetary aggregates was substantial in
March and by April the target for the aggregates was
qualified as “somewhat more rapid growth.”

Over this four-month period the short-term target
ranges for the Federal funds rate were never wider
than one percentage point. The target growth ranges
for the aggregates, on the other hand, were specified
to he as wide as 3 percentage points, but never nar-
rower than 2 percentage points.

21Unless stated otherwise all citations in the following section
are taken from the Record of Policy Actions of the Federal
Open Market Committee, Federal Reserve Bulletin {April
1973 - February 1978).
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Short-run target ranges were established at the
January meeting in view of

a staff analysis [which] suggested that — although
M, was not expanding in January — the demand for
money would pick up in February, in part as a result
of the lagged effects of earlier declines in interest
rates,

The Committee agreed that money market conditions
would have to ease in the short run. The tolerance
ranges for M, and M. for the January-February
period were set at 3% to 6% percent and 7 to 10 per-
cent, respectively. The Federal funds rate would be
allowed to vary within a range of 6% to T percent.

By February 3 it was evident that the growth of the
monetary aggregates would be well below the lower
limits of the tolerance ranges, suggesting that the
adopted Federal funds target was too high relative to
the desired growth rate of the monetary aggregates.
On the Chairman’s recommendation the lower lmit of
Federal funds rate range was reduced to 6% percent.
Both M, and M. actually fell well below their Janu-
ary - February tolerance ranges.

At the February 19 meeting the FOMC agreed that
further easing in money market conditions in the
short run probably would be appropriate if M, were
to grow at a rate consistent with the Committee’s
fonger-run objectives for monetary growth. The toler-
ance range for M, was raised for the February-March
period; however, the actual growth of M, fell below
this range. The toleranece range for M, was lowered,
although the Committee had called for further easing
conditions in the February-March period. Given this
lower range, M, grew at a rate near its upper limit.
The Federal funds rate range, whose limits were set
between 5% and 6% percent at the February meet-
ing, was lower than that previously specified, and the
average weekly rate remained within these limits dur-
ing the intermeeting period.

Again at the March FOMC meeting, the Commit-
tee agreed that further easing of money market con-
ditions would be necessary in view of analysis avail-
able to them which suggested that “the demand for
money would be weak in the near term in association
with the expected weakness in economic activity. . . .”
The lower limit of the M, range was changed for the
March-April period (decreased from 5% to 5 percent),
while the upper limit remained at 7 percent. The
tolerance range for M, was raised and the Federal
funds rate range was lowered for the intermeeting
period. Three members of the FOMC dissented from
this action believing that more aggressive easing ac-
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tions were called for ~ a higher upper Hmit for the
aggregates and a lower limit {or the Federal funds
rate,

On March 27, in contrast with earlier analysis, data
suggested that the growth rates of the aggregates
were not as low as expected and would exceed the
upper limits of the tolerance ranges, implying that the
upper limit of the Federal funds rate range was now
too low for achievement of the desired growth rate of
the aggregates. In these circumstances the Federal
funds rate would normally be allowed to rise to the
upper limits of its range of tolerance — 5% percent,
However, the Chairman recommended, and the mem-
bers of the Committee — with one exception —
concurred, that “in view of the weakness in the econ-
omy and of the sensitive conditions in financial mar-
kets, particularly the bond markets, the Manager be
instructed to treat 5% per cent as the approximate
upper limit for the weekly average funds rate for the
time being.” Both M, and M, stayed within their
March - April tolerance ranges.

At the Aprii meeting the staff analysis suggested
that the aggregates would temporarily grow at rela-
tively rapid rates in the April - May period because of
the tax rebates scheduled to begin in May, The ranges
of tolerance for both M, and M, were raised and the
range for the Federal funds rate was widened by
raising the upper limit to 5% percent. The growth of
the aggregates and the weekly average Federal funds
rate stayed within the tolerance ranges established at
the April meeting.

Viewing the January through April period in retro-
spect, it is apparent that in only one out of four cases
did the growth of both M, and M, fall outside the
two-month tolerance ranges specified at the FOMC
meetings. In the case of the deviation, action was
taken subsequent to the regular January meeling to
attempt to correct the expected short-fall in both
aggregates, but the action proved to be insufficient.
FOMC operating instructions in this period called
for more rapid growth of the aggregates. Evidence
indicates that the growth rates of the aggregates
did increase, on balance.

Accompanying the FOMCSs policy of monetary
expansion during this period was the use of other tools
of monetary policy. The discount rate charged by each
of the Federal Reserve Banks, which was 7% percent
at the beginning of the vear, was lowered in January,
February, and again in March when it was set at 6%
percent at all twelve Federal Reserve Banks. The
Board of Governors announced a reduction in reserve

MARCH 1978

requirements on net demand deposits in January
which was estimated to release $1.1 billion of re-
serves. This reduction was designed “to permit fur-
ther gradual improvement in bank liquidity and
to facilitate moderate growth in the monetary

2an

aggregates. =<

May through july: Fiscal Considerations

At meetings from May through July the FOMC
gave special attention to the expected effects of fiscal
operations in the formulation of monetary policy. The
tax rebates and social security payments were ex-
pected to increase temporarily the growth rates of the
aggregates during the period.

In May the Committee decided that in order “to
allow for the expected temporary bulge in money
holdings . . . relatively rapid growth in M, and M,
over the May - June period — at annual rates within
ranges of tolerance of 7 to 9% per cent and ¢ o 113
per cent, respectively — would be acceptable” The
Federal funds rate range was lowered to 4% to 5%
percent, Members of the Committee were concerned
that “upward pressures on interest rates would be
particularly undesirable at present, in light of the
sensitive state of financial markets and of uncertainties
with respect to the timing and strength of the eco-
nomic recovery that now appeared to be in process of
developing.” Taking this into consideration, the direc-
tive issued by the Committee in May relegated the
growth ranges of the aggregates to a provise clause,
putting more emphasis on moeney market conditions
(short-term market interest rates or, specifically, the
Federal funds rate}:

the Committee seeks to maintain about the prevail.

ing money market conditions over the period imme-

diately ahead, provided that monetary aggregates
generally appear to be growing within ecurrently
acceptable short-run ranges of tolerance. (emnphasis

added)

The aggregates M, and M, both exceeded the
upper limits of their May - June tolerance range —
M, increasing at a 12.8 percent annual rate and M, at
a 15 percent annual rate. The Federal funds rate
stayed within ifs tolerance range during the inter-
meeting period.

At the June meeting the Committee decided some
short-run firming action might be appropriate in view
of the rapid growth of the monetary aggregates in the
previous period, and the continuing effects of tax re-

2% Announcements”, Federal Reserve Bulletin { January 1975},
p. 51,
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Doie of
FOMC
Meeting

January 20-21

Policy Consensus

.+ . while resisting inflofionary pressures ond
working toward equilibrivm in the country's bal-
ance of payments, to foster finoncial conditions
conducive to cushioning recessionary tendencias
and stimulating economic recovery,

EXHIBIT i

Cperoting Instructions

. . while taking occount of the forthcoming Treasury
finoncing, develepments in domestic and internationst
financial markets, and the Board’s aclion on reserve re-
quiremenfs, the Committee seeks 10 achieve bank reserve
and money murket conditions consistent with more rapid
growth in monetory aggregates over the months aheod
than has occurred in recent months.

Dissents

None

Absent ond not voling: Mr. Hoyes. {Mr. Debs voted
as alterncte for Mr. Hayes.)

February 19

. . . 1o foster financiol conditions conductive to
cushioning retessionary fendencies and stimu-
lating economic recovery, while resisting infto-
tionory pressures ond working foward equilib-
rivm in the couniry's buolance of payments.

. .« . while toking account of developments in domestic
and international financiel merkels, the Committee seeks
to achieve bonk reserve and money murket conditions
consistent with more rapid growth in monetary aggregates
over the months cheod than hos occurred in recent months,

Mone

Absent and not voling: Mr. Sheehan,

Karch 18

.o . Yo foster financial conditions conducive to
stimulating  economic recovery, while resisting
inftationary pressures ond working toward equi-
librium in the couniry’'s balonce of poayments,

No Change

Messrs, Bucher, Eostborn, and Shechon dissented from
this woction becouse they believed thot the economic
situation ond oullcok together with recent slow growth
in the monelary aggregofes called for more cggressive
efforts in the near ferm 1o achieve the Commiltee's
fonger.run objectives for the nggregates,

April 14-15

No Change

. . . while toking account of the forthcoming Treasury
financing ond of developments in domestic and interna-
tional financial markets, the Committes seeks o achieve
bonk reserve ond money morket conditions consistent with
somawhat more rapid growth in monetary oggregotes over
the months oheod thon hos occurred on average in
recent months.

Mr. Eastburn: While he believed that firmer money
market conditions might prove to be necessary later
on in the year, he thought ony such firming would be
inoppropriate ot this time, given the sensitive state
of fnancial markets, the continued weakness in lhe
eronomy, ond his preferente for seeking more ropid
growth in the monetary oggregoies in the near term
than would be desirable over the longer run.

Abterd anrd not voling: Messrs. Bucher and Sheehon.

May 20

No Change

. . while laking account of developments in domestic
and international financiol markes, the Committee seeks
to meintain about the prevailing money market conditions
aver the period immediately oheoad, provided that mene-
tary oggregates generclly appear to be growing within
currently acceptable short-run ranges of toleronce,

None

Absent and nof voling: Mr. Sheehuan.

June 16-17

Mo Change

while tuking account of developments in domestic
and international financial morkets, the Committee seeks
to ochisve bonk reserve and momey marke! conditions
consistent with moderate growth in monetary oggregofes
over the months ahead,

Messrs, Bucher and Coldwell dissented from this action
becouse they believed that o lYightening in money
murket conditions and the ossociafed inerecse in
short-term interest rotes would be premature of this
time. . . .

Absent and not voling: Mr. Hoyes. {Mr. Debs voted
as alternate for Mr, Hayes.)
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July 15

No Change

. . while toking oaccount of the forthcoming Treasury
finuncing and of developments in domestic ond inter-
national finonciol markets, the Committee seeks to mainfain
about the prevoiling banrk reserve and money moarket
conditions over the period immediately dgheod, provided
that growth in monetary agyregates appears fo be
slowing substantially from the bulge during the second
quarter.

Mr. Holland . . . preferred to maintain bank reserve
end money market conditions in the inter-meeting
period closer to those now prevailing, in the ex-
pectation that by the next meeting the vnwinding of
the recent bulge in monefary aggregaofes caused by
vnusual Treasury poyments wowld have proceeded
far enough to permif monetary policy decisions to be
related more closely to underlying trends in  the
aggregates.

Absent and not voting: Messrs. Hayes and Mitchell,
{ Mr. Debs voted os alternate for Mr. Hayes.)

August 19 . . . to foster financial conditions conducive to . . while taking oocount of developments in domestic None
stimulating economic recovery, while resisting and internotional financial markets, the Commitiee seeks
inflationary pressures ond contributing to o sus- te ochieve bonk reserve and money market conditions
tainable pattern of international transactions. consisfent with moderate growth in monetary aggregoles

over the months aheod.
September 16 Mo Change Mo Change None
October 21 . . . to ftoster financial conditions that will en- No Change None

covroge continwed econemic recovery, while
resisting inflationary pressures and coniributing
to o sustainoble pottern of internatfionaf ifrons-
actions.

Absent and not voting: Mr. Bucher.

Movember 18

Mo Change

. while toking more than usval actount of develop-
ments in domestic agnd international financial markets,
the Committee seeks to oachieve bank reserve and money
market conditions consistent with moderate growth in
monefary aggregates over the months ahead,

Messrs, Yolcker and Jockson dissented from this action
because they thought prevailing money maorket condi-
tiens shouvid be maintained for the time being, in paort
because of the current uncertainties about the short-run
retationship between meonetary growth and interest
rates.

Mr. Eostburn dissented because he helieved thot the
System should ba more aggressive in supplying reserves
in order to compensole for recent short-falls in the rate
of monetary expansion from the Commillee's longer-
run growth ranges,

December 16

No Change

. . . while faking account of developments in domestic
and international financial markets, the Committee seeks
to muintain prevailing bank reserve and money market
conditions over the period immediately cheod, provided
that monetary aggregates appeas to be growing at chout
the rates corrently expected,

Hone

Absent and not voling: Mr. Bucher.
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bates and one-time payments to social security recipi-
ents in the second half of June. A higher Federal
funds range was specified. The June-July tolerance
ranges for M, and M, were not very different from
the ranges specified at the May meeting. The lower
limit of the M, tolerance range was lowered by %
percentage point while the upper limit of the M,
tolerance range was raised by 3 percentage point.
Two members of the Committee dissented from these
actions because they believed the tightening of money
market conditions would be premature.

On June 26, as it appeared that the aggregates
would exceed the upper limits of their tolerance
ranges and the Federal funds rate would approach its
upper limit, Chairman Bums recommended, “that the
upper limit of the funds rate constraint be raised to
6% per cent, on the understanding that the additional
leeway would be used only in the event that another
weel’s data confirmed excessive strength in the mone-
tary aggregates.” Three members of the Committee
did not concur with the Chairman’s recommendation.
The aggregate M, remained within its June-July
range, but M, exceeded the upper limits of its toler-
ance range. The Federal funds rate deviated slightly
from its range following the June 28 modification.

At the July meeting staff analysis stated that
“growth in monetary aggregates would slow consid-
erably in July from the extremely rapid pace in May
and June associated with the Federal income tax re-
bates and social security payments.” The FOMC de-
cided again to put the growth of the aggregates in a
proviso clause in the July divective, specifying that,

the Committee seeks to maintain about the prevail-
ing bank reserve and money market conditions over
the period inmediately ahead, provided that growth
in monetary aggregates appears to be slowing sub-
stantially from the bulge during the second guarter.
(emphasis added )

The tolerance ranges for M, and M, were lowered
for the July - August period and the Federal funds
rate range was raised, with limits set at 5% and 6%
percent. The aggregate M, fell below the lower limit
of its tolerance range while M, grew near the mid-
point of its range and the Federal funds rate remained
within its tolerance range during the intermeeting
period.

Growth of both M, and M, only once exceeded the
limits of the two-month tolerance ranges specified at
the three FOMC meetings in the period from May
through Fuly.
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August — December: Moderation

Staff projections of output and prices were modified
somewhat as time progressed from the August to the
December FOMC meeting. In August and Septem-
ber, projections suggested strong expansion of output
in the fourth quarter and a somewhat more rapid rate
of price increase in the third and fourth quarters. By
October, however, the projections suggested less rapid
expansion in output during the fourth than in the
third quarter, and further moderate growth in the
first half of 1976. Additionally, the projections avail-
able at the October mesting suggested that price in-
creases through mid-1976, although still rapid, would
be below the rate in third quarter 1975. At the No-
vember and December meetings staff projections in-
dicated a slowing in the rate of price increase through
the first half of 1976, The desire for short-run rapid
growth in the aggregates evidenced in Committee
directives earhier in the vear gave way to directives
calling for “. . . bank reserve and money market con-
ditions consistent with moderate growth in monetary
aggregates over the months ahead.” (emphasis
added)

Short-run  tolerance ranges established by the
FOMC took on new characteristics in the Augnst
through December period. At several meetings the
FOMC specified both inner and outer ranges of toler-
ance for the Federal funds rate. The outer ranges
were as wide as 1% percentage points or as narrow as
one percentage point. The new development, how-
ever, was the specification of inner ranges, areas
within the outer ranges where the Committee desired
to keep the Federal funds rate. For example, at the
August meeting the outer range was established be-
tween 5% and 7 percent. The inner range was set
between 6% and 8% percent — a very narrow target.
In fact, at the December meeting the inner range was
not even a range, but a specific level at which the
Committee wished to stabilize the Federal funds rate
“unless rates of growth in the monetary aggregates
appeared to be deviating significantly from the mid-
points of their specified ranges.” During this period
the width of the two-month tolerance ranges for
growth of the aggregates were rather broad, varying
from 2% to 4 percentage points.

At the August meeting the Committee decided that
moderate growth of the aggregates would be appro-
priate short-run policy. In the course of the Com-
mittee’s discussion, it was suggested that

financial markets had overreacted to the minor tight-
ening in bank reserve and money market conditions
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that had occwrred over the past 2 months; that finan-
cial markets in general were unsettled, in part be-
cause of the financial problems of New York City
and the possible repercussions of those problems;
and that interest rates were high for this stage of the
business cycle.

The tolerance range for M, was raised to 4% to 7
percent for the August-September period, an upward
movement from the 3 to 5% percent range established
at the previous meeting. The upper and lower limits
of the tolerance range for M, were also raised, but
only by Y% percentage point at each end. The new
range was set between 8% and 10% percent. The
Federal funds rate range was raised and made sub-
ject to the provision “that operations would not be
directed toward establishing reserve conditions con-
sistent with a movement in the rate above or below
the current 8% to 6% per cent area unless it appeared
that in the August - September period growth in the
monetary aggregates would be substantially stronger
or weaker than now expected.”

On September 5, “the available data suggested that
in the August-September period M, would grow at a
rate in the lower part of the range of tolerance that
had been specified by the Committee and that M,
would grow at a rate just below the lower limits of its
range.” To lower the Federal funds range outside the
narrow range established, however, was viewed as
inappropriate: “In view of the likelihood of substan-
tial strengthening in demands for money and credit
over coming months, it appeared that a decline in the
Federal funds rate at this time might have to be re-
versed shortly -~ a sequence that could seriously
compound uncertainties in financial markets.” The
Chairman recommended and members concurred that
“the Manager be instructed to continue to maintain
reserve conditions consisteni with a Federal funds
rate in the 6% to 6% per cent area, while leaning
toward the lower figure.” The growth of both M, and
M. fell below the lower limits of the tolerance ranges
in the August - September period as the preliminary
data had suggested, while the Federal funds rate re-
mained within its onter range during the entire inter-
meeting period and within the inner range in two of
the four weeks.

A moderate growth in the aggregates was again
specified as the appropriate two-month policy at the
September meeting in view of “. . . indications that
economic activity was now on the increase and of the
likelihood that expansion in nominal GNP over com-
ing quarters would be associated with considerable
strengthening in the demand for money and credit.”
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The tolerance range for M, was raised, but that for
M. was lowered. The lower limit of the Federal funds
rate range was raised slightly. The upper Iimit re-
mained at 7 percent on the condition “that if develop-
ments with respect to the aggregates suggested the
need to move the Federal funds rate asbove 6% per
cent, open market operations toward that end would
not be undertaken until after the Chairman had con-
sulted with the Committee.”

While concern at the September FOMC meeting
had been centered on the upper limit of the Federal
funds range, on October 2 the Chairman recom-
mended reduction of the lower limit of the Federal
funds rate range to 5% percent in view of the slow
growth of the aggregates, a course of action he had
recommended against in the previous month because
the circumstances were believed to be only tempo-
rary. Over the September-October period M. and
M., again feli well below the lower limits of the toler-
ance range, suggesting that the Federal funds range
had not been lowered far enough. The Federal funds
rate deviated slightly from its range near the end of
the intermeeting period.

At the Gctober meeting some members

expressed doubt concerning the strength of recovery
in economic activity over the quarters immediately
ahead, in part because of the possible repercussions
of New York's financial problems and because of the
relatively high levels of market interest rates prevail-
ing at this earlv stage of the recovery. It was noted,
moreover, that inflation remained a serious problem.

The Committee again decided that moderate growth
of the aggregates was the appropriate policy for the
next two-month period. Tolerance ranges for M, and
M. were lowered for the QOctober - November period
and the Federal funds rate range was lowered also.
The Federal funds rate range was specified with the
condition that “unless new data suggested that growth
in the monetary aggregates in the October - Novem-
ber period would exceed the rates now expected, op-
erations would be directed toward moving the Fed-
eral funds rate down to 5% per cent by the end of the
statement week following this meeting.” Both M; and
M, stayed within their tolerance ranges in the
October - November period. The Federal funds rate
remained near the lower limits of its range in the
intermeeting period.

During October the Board of Governors announced
a reserve requirement change which would “help to
meet the seasonal need for bank reserves over the
coming weeks and to facilitate moderate growth in
the monetary aggregates.”
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Staff analysis at the November FOMC meeting
suggested that “. . . in view of the projected expan-
sion in GNP, M, was likely to grow substanially
faster over the months ahead than it had over the
immediately preceding months.” Committee members
expressed differing views over which of the dual
operating targets, interest rates or money growth,
should be the primary focus of attention. Some con-
tended that “. . . changing relationships tended to
make monetary growth rates unreliable guides to
monetary policy at present.” Others, “who preferred
to continue to base operating decisions in the period
immediately ahead primarily on the behavior of the
monetary aggregates, expressed concern about their
sluggish growth over recent months.”

The November directive issued by the FOMC
called for moderate growth of the aggregates
“.. . while taking more than usual account of develop-
ments in domestic and intemational financial
markets. . . .” The tolerance ranges for M, and M,
were raised substantially. The limits of the range for
M, were set at 6 and 10 percent, compared to the
3 to 7 percent range established at the previous meet-
ing. Likewise, the M. range was set at 7% tol0%
percent, much higher than the 5% to 8% percent
range set for the previous two-month period. The
Federal funds rate target was specified as a range
somewhat lower than during the previous pericd;
however, System operations were to be directed at
hitting the midpoint of that range (5 percent). Dur-
ing the November - December period the growth of
both M, and M. fell below the lower limit of their
tolerance ranges. In contrast, the Federal funds rate
remained within its 4% to 5% percent range.

The Board of Governors announced a change in
Regulations D and Q effective on November 10. This
change permitted corporations, partnerships, and
other profit-making organizations to maintain savings
accounts at member banks subject to a $150,000 ceil-
ing on the size of the accounts. In light of this and
other developments, staff analysis at the December
FOMC meeting provided technical advice about the
use of monetary measures:

. in the period immediately ahead growth in the
demand for money would be constrained by con-
tinuation of the shift in business deposits from de-
mand accounts to savings accounts in response to the
recent changes in regulations., Because the magni-
tude and duration of the shift were highly uncertain,
however, estimates of the effects on M, were subject
to a large margin of error. It was also noted that
projections of monetary growth for the month of
December were more uncertain than those for other
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months because many business and financial institu-
tions customarily made adjustments to cash and debt
positions for purposes of year-end statements.

Members of the Commiltee again were somewhat
divided over which of the operating targets should

receive more emphasis — money market conditions
or monetary aggregates. The target ranges for M, and
M. were lowered for the December - January

period.®® Operations were to be directed at maintain-
ing the Federal funds rate at 5% percent, its current
level, unless the aggregates deviated significantly from
the midpoints of their ranges. If necessary the Federal
funds rate would be allowed to vary between 4% and
5% percent.

By January 12, 1976, “the available data suggested
that in the December-Januvary period both M; and
M, would grow at rates below the lower limits of the
ranges of tolerance that had been specified by the
Committes.”

The significance of the apparent weakness in the
aggregates was highly uncertain, because of the ef-
fects of the recent introduction of business savings
agcounts at commercial banks and because the re-
vised seasonal adjustment factors employed were
still upder review. The problems of seasonal adjust-
ment were particularly acute for the months of De-
cember and January. For these techmical reasons,
and in view of more favorable recent economic sta-
tistics — including the latest data on employment
and retail sales — Chairman Burns recommended
that the Manager be instructed to hold the weekly
average Federal funds rate at the approximate level
of 4% per cent until the Commitiee’s next meeting.
All members of the Committes, with the exceptions
of Messrs. Eastburn and MacLaury, concurred in the
Chairman’s recommendation.

The reported data later indicated that both M,
M., grew at rates helow the lower limits of the target
range, while the Federal funds rate remained within
its range during the intermeeting period.

The aims of short-run monetary actions in the Au-
gust to December period were stated in terms of a
moderate position (see Exhibit I). However, tolerance
ranges for the monetary aggregates established to
achieve these aims were not successfully attained dur-
ing much of this period. Both M, and M, grew at
rates below the limits of their two-month tolerance
ranges in four out of five cases in the August to
December period. Failure of the monetary aggregates
to grow within the desired ranges in the November-
December and December-January periods correspond-

22These targets were formulated taking into account the new
seasonal factors which were to be published in January.
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ed with the special attention given to money market
conditions in the November directive. In addition,
data which became available after the August and De-
cember meetings, as cited above from the “Record of
Policy Actions,” gave advance indications that the ag-
gregates were growing below or at the low end of
their tolerance ranges. On these two occasions Chair-
man Burns recommended against lowering the Fed-
eral funds rate range for reasons that have previously
been mentioned. Following the September FOMC
meeting, steps were taken to reduce the lower limit
of the Federal funds rate range by % percent, when
data available subsequent to the meeting indicated
that the aggregates would grow below the lower limits
of their tolerance ranges. However, these steps were
not enough, since later data indicated that both M,
and M, fell below the September-October tolerance
ranges specified by the Committee.

A CONSTRAINT ON MONETARY
POLICY ACTIONS

The year began with concerns about the implica-
tion for money growth of a projected Federal deficit
of over $80 billion. K the Federal Reserve were to
monetize even 15 percent of the deficit — much less
than they had on average since 1985 — a 15 percent
rate of growth for M, was implied® As the year
progressed, however, it became evident that private
credit demands were extremely weak, allowing a
greater portion of the Government’s debt to be pur-
chased by the private sector without raising interest
rates. The portion of the debt monetized was consid-
erably less than at first was expected.

Thus the financing of the deficit did not confront
the Federal Reserve with the choice between exces-
sive expansion in the money supply or substantial
increases in interest rates. However, the sheer volume
of Treasury operations did result in a number of
complications for Federal Reserve policy. Respond-
ing to pressure from Congress, the Treasury sought to
minimize its noninterest earning deposits at commer-
cial banks, and sought, instead, to keep a larger per-
centage of its deposits at Federal Reserve Banks. The
consequences of this action were pointed out by Under
Secretary of the Treasury Edwin H. Yeo:

While this action of reducing balances [at commer-
cial banks] has resulted in a reasonable equilibrium
between the value of balances and the value of serv-
ices, it has been accomplished at the expense of
seriously complicating the Federal Reserve System’s

24Susan R. Roesch, “The Monetary - Fiscal Mix Through
Mid-1978,” this Beview (August 1975), pp. 2-7.
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management of bank reserves and other monetary
aggregates. . . What has happened is that the swings
in the Treasury’s cash balance at the Federal Re-
serve Banks have forced the Federal Reserve Sys-
tem to drastically increase its open market opera-
tions in order to nullify the impact of the swings on
bank reserves. This has created confusion in the
market as to which Federal Reserve actions are to
offset swings in Treasury cash and which are to
carry out monetary policy.?®

As Chart 1V indicates the changes in Federal Re-
serve holdings of Government securities closely par-
allel the changes in Treasury balances at Federal Re-
serve Banks. These two items have offsetting effects
on bank reserves. Increases in Federal Reserve hold-
ings of Government securities increase bank reserves,
while increases in Treasury deposits at Federal Re-
serve Banks decrease bank reserves.

Not only did the necessity of offsetting Treasury
actions complicate the implementation of monetary
policy, but the size of Treasury operations resulting
from the tremendous deficit added further to the
problems. On two occasions the size of open market
operations required to offset Treasury operations made
it necessary for the Manager to request increases in
the limits on changes in holdings of U. S. Government
and Federal agency securities (April 30 and October
3). On two other occasions the Manager requested
increases in the ceiling on Federal Reserve holdings
of shortterm certificates of indebtedness purchased
from the Treasury (March 10 and August 6)}. This was
necessary to allow the Treasury to borrow from the
Federal Reserve when its cash balances ran low.

25%Statemnent of the Honorable Edwin H. Yeo, III, Under
Secretary of the Treasury for Monetary Affairs, before the
Subcommittee on Domestic Monetary Policy of the House
Committee on Banking, Currency and Housing,” The De-

partment of the Treasury News, September 25, 1975,
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SUMMARY AND CONCLUSION

Monetary policy in 1975 did achieve the longer-run
policy goals set forth by the FOMC in its January
directive: “. . . to foster financial conditions conducive
to cushioning recessionary tendencies and stimulating
economic recovery.” The recession “bottomed-out” and
economic activity rebounded during 1975. In addition,
the renewal of economic activity has been achieved,

so far, without an acceleration in the rate of inflation.

Directives issued by the FOMC indicated that the
short-run aims of monetary actions were expansionary
in the first four months of 1975 and more moderate
during the remainder of the year. These short-run
aims were formulated in terms of tolerance ranges
for the Federal funds rate and growth rates for mone-
tary aggregates. If these aims are evaluated with re-
spect to the attainment of Federal funds rate levels
within specified ranges, the FOMC was extremely
successful in achieving its short-run aims. On the
other hand, the FOMC was less successful in attain-
ing the growth of the monetary aggregates within
their desired ranges. In six of the twelve cases, the
growth rates of both M, and M. were outside their
tolerance ranges — above the ranges in one instance
and below the ranges on five oceasions.

Among the most significant developments regarding
the implementation of monetary policy during 1975
were those which centered around the relative impor-
tance of the interest rate and money growth rate tar-
gets, While the money growth ranges were generally
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two or three percentage points in width at the be-
ginning of the year, by the end of the year they
tended to be three or four percentage points in width.
In contrast, the Federal funds rate ranges at the end
of the year actually consisted of two ranges — an
outer range { generally one percentage point in width)
and a narrower inner range (% percentage point or
narrower ). Institutional changes, which allowed busi-
nesses to establish savings accounts at commercial
banks, and problems relating to seasonal fluctuations
caused some members of the FOMC at the end of
1975 to question the relevance of M, data and to pay
more attention to money market conditions in the
implementation of monetary policy.

The formulation and implementation of menetary
policy received wider attention in 1975 than in pre-
vious years. Congressional concern over monetary pol-
icy was expressed in House Concurrent Resolution
133 and in subsequent quarterly conmsultations be-
tween Chairman Burns and the Congressional Com-
mittees. In response to Congressional interest, the
FOMC began to formulate long-term targets for the
monetary aggregates and shortened the disclosure
period of the FOMC “Record of Policy Actions” from
90 to 45 days. While the new long-term targets, and
much of the public discussion of monetary policy in
1975, centered on the growth of the monetary aggre-
gates, the FOMC pursued operating procedures spe-
cified in terms of both aggregates and money market
conditions. Although attention was given to the aggre-
gates, the record shows that the concern of the FOMC
was directed primarily at money market conditions.
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