The FOMC in 1980: A Year

of Reserve Targeting

R. ALTON GILBERT and MICHAEL E. TREBING

%.# N October 6, 1979, the Federal Reserve an-
nounced the beginning of a new approach to the
implementation of monetary policy: it would attempt
to achieve better control of the growth of the monetary
aggregates by “placing greater emphasis in dav-to- da\
operations on the supply of bank reserves and less
emphasis on confining short-term fluctuations in the
federal funds rate.”™ A reason for adopting such a
strategy was to “assure better C:Jntroi over the expan-
sion of money and bank credit.™ The 1980 calendar
vear was the first full year of monetary policy under
the new plO(fdtiI’(? of reserve tar geting,

The vear was a turbulent one for the economy and
or the conduct of monetary policy. Interest rates
fluctuated more than during past vears, an outcome
that was anticipated when the reserve targeting strat-
egy was adopted. The growth rates of th(, m(};}etaﬂ
aggregates, however, were also highly varfable durmg,
1980, even though the new procedure for implement-
ing monetary policy was intended to promote better
monetary control. A Drief period of credit controls
contributed to turbulence in the economy and the
conduct of monetarv policy, by reducing demand for
credit by more than anticipated by the Federal Re-
serve when the controls were imposed.

The conduct of monetary policy was also affected by
unusual developments duung the year. The Deposi-
torv Institutions Deregulation and Monetary Control
Act of 1980 altered the institutional environment in
which monetary policy is implemented. In addition,

Naote: Citations referred to as “Record” are to the “Record of
Policy Actions of the Federal Open Market Committee” found
in various issues of the Federal Reserve Bulletin.
PAnnouncements: Monetary Policy Actions,” Federal Reserve
Bulietin { Qctober 18793, p. 830,

“ibid.
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the Federal Open Market Committee (Committee)
specified its objectives in terms of new measures of
the monetary aggregates, which were released in
February 1980. '

This article discusses the monetary policy decisions:
of the Committee during 1950. The Committee speci-
fies its objectives for each calendar year in terms of
ranges of growth rates for several monetary aggre-.
gates. Policies to be implemented between meetings
are stated in terms of growth rates for the monetarv:
aggregates and ranges for the federal funds rate. -

Growth rates of the monetary aggregates over 1930
are compared with the announced target ranges for .
the vear to determine how successfully the Federal
Reserve controlled monev growth on an annual basis.”
Next, the pattern of money growth during the year .
is compared with the Shmtterm objectives of the
Committee. Finally, the current procedure for imple-..
menting monetary policy is described and poliev.
actions analyzed to determine the factors that ac-"
counted for the pattern of money growth over the
vear,

NEW MEASURES OF MONETARY
AGGREGATES

In response to significant financial innovations i
recent vears, the Board of Governors announced new
definitions of the monetary aggregates in February.®
The Committee specified its 1950 objectives for money
growth in terms of these new monetary aggregales: ;
MI1A, MiB, M2 M3 and commercial bank credit.
“For a description of the new aggregates, see _'E‘h()mas . Simp-s

son, “The Redefined Monetary Aggregates,” Federql Reserve’:
Bulletin { February 1980), pp. 97-114; and R. W, Hafer, "The ]
New Monetary Aggregates,” this Review (Febrvary 19856},
pp. 25-32,
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One objective of the revisions was to include in a
narrow monetary aggregate the increasing number of
transaction-type accounts available at commercial and
mutual savings banks, savings and loan associations
and credit unions. The M1A defiition of the money
stock is the same as old M1 except that it excludes
demand deposits held by foreign commercial banks
amd official institutions. The ’\ILB definition includes
MIA phlus other checkable deposits, which include
automatic transfer service {ATS) accounts, negotiable
order of withdrawal (NOW) accounts, credit union
share drafts, and demand deposits at thrift institutions.

Financial innovations that caused difficulty in inter-
preting the growth of a narrow monetary aggregate
in recent vears included the permission for all
commercial banks to offer ATS accounts, and for all
depository institutions in the state of New York to
offer NOW uaccounts. Both changes occurred in the
fall of 1978. The difference hetween the growth rates
of M1A and MI1B indicates the problems the Com-
mittee faced in evaluating the growth of old M1 in
1979 relative to previous vears. From IV/1978 to
IV/1979, M1A increased 5 percent — the same as old
M1 — compared with a 74 percent increase in the
previous vear.? In contrast, the growth of M1B slowed
less in 1979, increasing 7.7 percent from [V/1978 to
IV/1979, compared with an 8.2 percent increase from
IV/1977 to IV/1978. Thus, a small reduction in the
rate of monev growth, measured as M1B, would ap-
pear to be a very sharp slowing in money growth if
checkahle depcmts other than demand (Eep(mts at
commercial banks are excluded from the measure of
the monev supply.

Another objective of these revisions was to capture
in a broader aggregate the effects of other financial
imnovations. For example, shares in monev market
mutual funds and overnight repurchase agreements
at commercial banks, which are close substitutes for
assets in the narrower aggregates, are included in the
new M2 measure.

ANNUAL TARGETS FOR 1980

The Full Employment and Balanced Growth Act of
1978 (also called the Humphrey-Hawkins Act) re-
quires the Committee to announce before Congress
in February of each year growth ranges for monetary
and credit aggregates over the current calendar vear.

*Growth of old M1 was alse about the same as growth of M1A
in 1978 — 7.2 percent from IV/1977 to IV/1975, Growth rates
of mouvetary aggregates referred to in this article reflect data
revised as of Junuary 1981,
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The Committee has chosen to establish these ranges.
from the fourth quarter of the previmw vear to the
fourth quarter of the current year.® These ranges must
be reviewed before Congress in Julv of each vear,
although the Committee mayv reconsider the annual -
ranges at any time.® The perlod to which the annual
ranges &})pi\ however, may not be changed. Thus
the base period (the fourth quarter of the prior veary:
remains the same even if the Committee should’
change the desired growth rates of the aggregates .
for the vear. 5

Table 1 indicates the annual growth targets the
Committee adopted for the new aggregates at its)
meeting in February 1930.7 The targets established for:
1980 represented reductions in the ¢ growth rates of the
aggregates from 1979, The midpoint of the range fc
MIA in 1980 was 4.75 percent, compared with an
actnal 5 percent increase in 1979, The deceleration
would be especially marked for M1B; the midpoint of
the MIB range i"m 1980 was 5.25 percent, compared
with growth of 7.7 percent in 1979, .

These ranges reflect the Committee’s objective ef
slowing money growth in 1980:

In the Committee’s discussion of the ranges for the
coming vear. the members agreed that monetary
growth should slow further in 1980, following some
deceleration over 1979, in line with the continuing
objective of curbing inflation and providing the basis
for restoration of economic stability and sustainable
growth in output of goods and services.®

The “Record” of the Committee’s February meet-:
ing, however, indicates that there were some differ-
ences of view regarding the appropriate aggregates
to be specified as targets, because of uncertainty about
the impact of shifts between savings accounts and
interest—earning ATS and NOW accounts: :

5Prior to 1979, the Committee adopted one-year growth rates':
each quarter, and the base period for the annual targets an-
nounced each quarter was brought forward to the most recent
quarter, This method resulted in a problem referred o as.
“hase drift.” Growth in an aggregate above {below) an annual’
growth range in a quarter would raise (lower} the base level
for caleulation of the next annual growth path. Specification of
annual objectives in terms of calendar vear growth rates,:
which eliminates the base drift problem within a calendar’
vear, does not solve this problem from one calendar year fo the
next, since new ranges are established from the end of each
calendar vear. :
“At ity mid-year review of the annual ranges, the Committee
also establishes tentative ranges for the monetary aggregates:
for the next year — measured from the fourth guarter of the
current vear to the fourth guarter of the following year.

“Record” (Apnl 19807}, p. 329; and “Monetary Policy I’mpurt..:
to Congress,” Federal Reserve Bulletin { March 1980, p. 178.

#Record” { April 198073, p. 320.



FEDERAL RESERVE BANK OF ST. LOWS

o \
%@W
i

.

S

SRS

e -
G . e

With respect to M1A4, its growth would be dampened
in the event of enactment of nationwide NOW ac-
count legislation and, as would be expected, a large
transfer of funds from demand deposits to NOW ac-
counts. In support of retaining MIA on the list, how-
ever, if was noted that enactment of the legislation
would tend to distort growth of M1B also — in the
opposite direction as a result of transfers of funds
from savings deposits to NOW accounts ~ and no
doubt would lead the Commitiee to reconsider what-
ever ranges it adopted at this meeting.?

As depositors shifted funds from non-interest-earn-
ing checking deposits to ATS and NOW accounts,
M1A would be expected to decline and MI1B to in-
crease. An analysis by the Board staff of recent ex-
perience with ATS and NOW accounts, especially in
the Northeast, indicated that the flow of funds from
demand and savings deposits would account for most
of the growth of interest-earning checkable acconnts,
Surveys indicated that roughly two-thirds of the funds
flowing into ATS and NOW accounts would come
from demand deposits and roughly one-third from
savings deposits. In early 1980, however, the Com-

91bid,
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mittee assumed that the public’s adjustment process
was about complete and that the growth rates of the
two aggregates would differ only by about one-half
percentage point for the year'® For this reason, the
annual ranges for MIA and M1B announced in Febru-
ary differed by only one-half percentage point.

ACTUAL MONEY GROWTH AND
THE ANNUAL RANGES

From the fourth quarter of 1979 to the fourth quar-
ter of 1980, M1A and MI1B increased 5 percent and
7.3 percent, respectively, Thus, the growth of M1A was
within its preannounced annual range, but the growth
rate of M1B exceeded the top of its range by 0.8
percentage points,

Though the Committee’s target ranges for the
growth of the monetary aggregates in 1980, which
were first established at the February meeting, allowed
for a difference of only 50 basis points in growth
rates of M1A and MI1B, the difference turned out to
be about 230 basis points. In interpreting the influence
of the growth in ATS/NOW accounts on the growth
of monetary aggregates in 1950, the Federal Reserve
Board estimated that M1A growth was about 125 basis
points higher and M1B growth was about 50 basis
points lower than the actual recorded data.’* Effects
of the unanticipated growth of ATS/NOW accounts
on the growth of MIA and MIB relative to annual
ranges are illustrated in chart 1. In those charts the
levels of those aggregates are not adjusted for the
growth of ATS/NOW accounts, but the dashed lines
are the annual ranges adjusted for the growth of ATS/
NOW accounts: the annual growth rates for MI1A are
reduced by 125 basis points, while those for M1B are
increased by 50 basis points. With the annual ranges
adjusted in this manner, the growth rates of M1A and
MIB each exceeded the top of their adjusted annual
ranges by about 25 basis points.

The significance of money growth during 1980 for
the rate of inflation depends on how rapid money
growth was relative to the trend growth rate of recent
vears, since the rate of inflation tends to be related to
the trend of money growth over several years.!? In the
three years ending IV/1979, M1B increased at an 8

10Monetary Report to Congress,” Federal Reserce Bulletin
{March 1980}, p. 178.

Monetary Policy Objectives for 1881 {Board of Governors
of the Federal Reserve System, 1981}, p. 5.

12AThert E. Burger, “What Happened to the Economy in the
First Half of 1980 this Review { August/September, 1080),
pp. 8-15; Keith M. Carlson, “The Lag from Money to Prices,”
this Beview {October 1980), pp. 3-10.
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Chert 1

Ranges for M1A and MIB for Period IV/1979 te IV /1980
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percent annual rate. The 7.3 percent increase in M1B
in 1980 represents a small reduction in the rate of
money growth relative to the trend in the previous
three vears, but not as great a reduction as indicated
by the Committee at the beginning of the vear. In the
February 1981 Monetary Policy Report to Congress,

6

MI1B is adjusted for the effects of shifts of savings -

deposits into ATS/NOW accounts by reducing the
growth rate for 1980 by 30 basis points. Even with
that adjustment, the growth of MIB in 1980 exceeded
the midpoint of the annual range by about 150 basis

points.
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Chart 2

Ranges for M2, M3 and Bank Credit for Period IV /1979 te IV /1980
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The expansion of the broader monetary aggregates,  tively (IV/1979 to 1V/1980). The growth of bank
M2 and M3 (chart 2}, also exceeded targets for the credit was § percent for the vear, consistent with the
vear, increasing 9.8 percent and 10 percent, respec- adopted range of 6 to 9 percent.
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THE NATURE OF THE SHORT-TERM
DIRECTIVE

The annual target ranges announced by the Com-
mittee set broad gmde]mes for Federal Reserve actions
during the vear. Decisions of the Committee that in-
ﬂuence the dai y-to-day implementation of monetary
policy are specified in the short-term policy directives,
which are issued by the Comnnittee at each meetmtr
to the Manager of the Open Market Account at the
Federal Reserve Bank of New York. At each meeting
in 1950, the Committee specified short-term growth
rates for M1A, MIB and M2 These short-term ab-
jectives for money growth are chosen by the Com-
mittee to guide open market operations over inter-
meeting periods. The Committee also specifies ranges
for acceptable movements in the federal tunds rate
for intermeeting periods.

The short-run directives adopted at Committee
meetings since October 6, 1979, contrast sharply with
directives issued prior to that time."* The differences
reflect increased emphasis on monetary control and
reduced emphasis on confining movements of the
federal funds rate. For example, the directive adopted
at the April 22, 1980, meeting stated:

In the short run, the Committee seeks expansion of
reserve aggregates consistent with growth over the
first half of 1980 at an annual rate of 4.5 percent
for M1A and 5 percent for M1B, or somewhat less,
provided that in the period before the next regular
meeting the weekly average federal funds rate re-
ruins within a range of 13 to 19 percent. The Com-
mittee  believes that, to be consistent with this
short-run policy, M2 should grow at an annual rate
of about B.75 percent over the first half and that
bank credit should grow in the months ahead at a
pace compatible with growth over the vear as a
whole within the range agreed upon.

If it appears during the period before the next meet-
ing that the constraint on the federal funds rate is
inconsistent with the objective for the expansion of
reserves, the Manager for Domestic Operations is
promptly to uotify the lmmmm who will then de-
cide whether the situatiou calls for supplementary
instructions from the Com:mtteu 15

AL meetings prior to fuly 1980, {,s()Wth rates adopted for M2
were cited a5 those deemed to be consistent with objectives
adopted for MI1A and MIB. Beginning with the July meeting,
the Conumittee has stated short-tern ohjectives for growth
of M2 along with objectives for growth of M1A and M1B.

H4For an historical perspective on the Conunittee’s short-run
operating proceduares, see Henry €. Wallich and Peter M,
Keir, “The Role of Operating Guides in U.8. Monetary
Policy: A Historieal Review,” Federal Reserve Bulletin
{ September 1979}, pp. 679-91.

15"Record” { June 198G}, p. 488.
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At each meeting prior to adopting the new ap.".
proach to implementing monetary policy, the Com-:
mittee specified its short-run {)b]LLtIVe for the growth™
of each monetary aggregate as a range of growth rates
over u two-month period (the month of the meeting
and the month after the meeting). The range for the
growth rates of each monctary aggregate was usually
several percentage points wide. The Committee set
an intermeeting range for the federal funds rate,
which was g_,e,nelaﬂx no more than one percentage -
point wide, and specified an initial level of the fed-.:
eral funds rate that was thought to be consistent with "
the short-ran ranges set for M1 and M2. Growth rates -
of M1 and M2 relative to the two-month ranges were
intended to serve as indicators of when the federal |
funds rate should be allowed to change within its -
range. For example, the directive of the Committee =
from the meeting on September 18, 1979, read: :

Early in the period before the next regular meeting,
System open market operations are to be directed at
attaining a weekly average federal funds rate slightly
above the current level. Subsequently, operations
shall be directed at maintaining the weekly average
federal funds rate within the range of 11.25 to 11.75
percent, In deciding on the specific objective for the
federal funds rate, the Manager for Domestic Opera-
tions shall be guided mainly by the relationship be-
tween the latest estimates of annual rates of growth
in the September-October period of M1 and M2 and
the following ranges of tolerance: 3 to 8 percent for
MI and 8.5 to 10.5 percent for M2. If rates of growth
of MI and M2, given approsimately equal weight,
appear to be close to or bevond the upper or lower
limits of the indicated ranges, the objective for the
funds rate is to be raised or lowered in an orderly
fashion within its range.!8

The significance of these changes in the directive is
that, under the old procedure, open market operations
were directed toward maintaining the federal funds
rate within a narrow range as long as growth rates
of monetary aggregates stayed within specified ranges,
whereas, under the new procedure, open market oper-
ations are directed toward hitting targeted growth
rates for monetary aggregates, as long as the federal
tunds rate remains in a relatively wide range.

As a result of the changes instituted since October .
6, 1979, the Manager of the System Open Market
Account, who is responsible for implementing the
Committee’s directives, has had to change the focus -
of domestic open market operations from maintaining -
a weekly average federal funds rate within a specified
range to maintaining the growth of “reserve aggre-

15*Record” { November 1979 ), pp. 912-13.
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Chart 3

FOMC Ranges for the Federal Funds Rate
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indicated for the first fyll week during which they were in effect.

gates” consistent with specified growth rates of M1A,
M1B and M2. Growth rates of reserve aggregates are
not specified in either the directive or the Record of
Policy Actions. The Commitice votes on growth rates
of the monetary aggregates, not the reserve aggre-
gates., Consequently, it is left to the staffs of the
Board of Governors and the Open Market Desk of
the Federal Reserve Bank of New York to establish
guidelines for the growth of these reserve aggregates
consistent with the Comimittee’s objectives.

The Committee has assigned a less critical role to
the federal funds rate in guiding open market opera-
tions under the new operating procedure. The Federal
Reserve made the following statement about the role
of the constraint on the federal funds rate in its report
to Congress on monetary policy in 1930;

The [Comnittee] has continued to set broad ranges
of tolerance for money market interest rates —— gener-
ally specified in terms of the federal funds rate. These
ranges, however, should not be viewed as rigid con-
straints on the Open Market Desk in its pursuit of

reserve paths set to achieve targeted rates of monetary
growth. They have not, in practice, served as true
constraints in the period since Getober 1979, as the
Committee typically has altered the ranges when they
have become binding. But, in a world of uncertainty
about economic and financial relationships, the ranges
for interest rates have served as a useful tiggering
mechanism for discussion of the implications of cur-
rent developments for policy.!?

SHORT-TERM OBJECTIVES GF
THE COMMITTEE IN 1980

The growth rates of the monetary aggregates and
the ranges for the federal funds rate specified by the
Committee at meetings in 1930 are presented in table
9. Chart 3 displays the weekly average federal funds
rate and ranges for the federal funds rate voted by
the Committee during 1979 and 1980. During 1980
the width of the range for the federal funds rate was
bc,twecu 4 and 8.30 percentage points. On several

Monetary Policy Report to Congress,”
tin {March 1981), p. 204.
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Chart 4

Growth Objectives for MIB
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occasions. however, the federal funds rate moved near
or outside the ranges specified by the Committee.
Consequently, the ranges specified b\ the Committee
in 1950 do not appear to have constrained Federal
Beserve actions in the same manner as under the prior
operating procedure.

During much of the vear, M1B was outside the
annual target range, plotted in chart 4 as the cone
representing growth from IV/1979 at annual rates
between 4 and 6.5 percent. From April through July,
MI1B was below the annual target range and, from
September through part of D(ccmb{l aijm e the an-
nual target range. This Huctuation of MIB about
the annual target range indicates either that the Com-
mittee specified short-term objectives for the growth
of MI1DB that were outside the annual turget z’aﬁge, or
that M1B deviated substantially from the Committee’s
short-term objectives during much of the vear.

Chart 4 presents the relation of the short-term ob-
jectives of the Committee to the annual target range,

12

and deviations of M1B from the short-term objectives, -
Until late in the fall of 1980, the short-term ohjectives -
for M1B were either within the annual target range "
or on growth paths consistent with retaming to the
annual range, At the meeting in February, thc Com-
mittee vott,d tor growth of M1B at about a 5 5 percent -
rate from IV/EQ:Q and at meetings in March and
April, for growth from IV/1979 at a rate of 5 percent
or somewhat less, At meetings in May, July and Au-
gust, the Committee voted foz gzowth rates faster -
than the annual objectives, to gradually bring MIB
from levels below the annual range to within the an-
nual range. The short-term {)b]ectwe for MIB voted ©
at the September meeting implied growth near the
top of the annual range. Until the meeting in October,
therefore, movement ()f MI1B outside the annual tar-
get range reflected deviations of money growth from
the short-term objectives.

After the meeting in September, MIB increased -
rapidly, rising several billions of dollars above the
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annual target range. At meetings in October and
November, the Committee specified growth rates of
the agaregates from the average level of September;
consequently, the short-term objectives for M1B voted
at those meetings implied levels above the annual
target range. The discussion at the Committee meet-
ings in October and November, summarized in the
appendix, indicates that Committee members were
concerned about the effects of increases in interest
rates that might have resulted from a policy of bring-
ing money growth down to within the annual range.

THE USE OF THE NEW PROCEDURE
TG CONTROL MONEY GROWTH

The wide fluctuations of MIB about the annual
target range over most of 1950 reflected deviations of
M1B from the short-term objectives of the Committee.
In analyzing monetary policy actions in 1980, there-
fore, it is important whether the deviations of M1B
from the short-term objectives reflect problems with
the control of money growth that are basic to the
procedure, or reflect constraints placed on the use
of the procedure that are not explicitly stated in
the directives of the Committee.

The procedure for implementing monetary policy
adopted on October 6, 1979, involves using open mar-
ket operations to meet specific objectives for the levels
of nonborrowed reserves (NBR). Prior to QOctober 6,
1979, in contrast, the objective of open market opera-
tions was to keep the federal funds rate within the
range specified by the Committee at the last meet-
ing. Because the objective of open market operations
under the current operating procedure is to control
NBR, the federal funds rate changes in the direction
of changes in the demand for reserves. The major pol-
icy actions under the current operating procedure are
changes in the objective for NBR and changes in the
discount rate,

Determining Objectives for
Nonborrowed Reserves

Decisions of the Committee implicitly determine the
objectives for NBR. After each Committee meeting,
the staff of the Board of Governors estimates the aver-
age level of total reserves (TR) that is consistent with
the short-run objectives of the Committee for the
growth of monetary aggregates. These average levels
of TR (called TR paths) are specified for periods of
three to five weeks between Committee meetings.
When periods between Committee meetings are longer
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than five weeks, they are divided into two subperieds.
and a TR path is calculated for each subperiod.*

The Committee decides on an initial level of bor-
rowed reserves that is used in determining the NBR
path. Although this "borrowings assumption” is not a
part of the official record of each Committee meeting,
the stafls of the Board of Governors and the Federal
Reserve Bank of New York consider it a decision of
the Committee when planning open market operations
between meetings.'* The NBR path is obtained simply
by subtracting the borrowings assumption from the
TR path estimated by the staff of the Board of Gov-
ernors. The objective of the Open Market Desk is to
use open market operations to make the average level
of NBR over the wecks between meetings of the Com-
mittce equal to the NBR path. To help the Open May-
ket Desk gauge the effects of each day’s open market
operations on NBR, the NBR path is converted into
weekly objectives for NBR.

18The measure of total reserves used in the reserve targeting
procedure was clunged after the reserve reguirement pro-
visions of the Monetary Control Act of 1980 were imple-
mented in November 1980, Prior to that date, total reserves
were measured as total reserves of member banks, which in-
chudes their vault cash, plus reserve bajances at Federal
Reserve Banks. Federal reserve requirements were extended
to all depository institutions in November 1980, Under the
gradual phase-in of reserve requirements, most nponmember
depository institutions hold vaolt cash that currently exceeds
their required reserves. The measure of total reserves used
singe November 1880 excludes this serplus vanlt cash {vault
cash less required reserves of institutions with vault cash in
excess of their required reserves). Total reserves are now
mepsured as total reserve halances at Reserve Banks, plus
total vault cash at 2l depository institations subject to
reserve Tequirements, less the excess of vault cash over re-
quired reserves at institutions with vault cash in excess of
their required reserves.

The staff of the Board of Governors uses the following
procedure to estimate the TR path for an intermeeting period.
The staff caleulates the average levels of the monetary aggre-
gates on & seasemally adpusted basis over the weeks until the
next intermeeting period that are implied by the vote of the
Committee for growth rates of the aggregates. Average levels
of the apgregates on a seasonally adjusted basis are converted
to average levels on a nomseasonally adjusted basis. Growth
of currency on a nonseasonally adjusted basis is estimated
for the intermeeting pericd and subtracted from the non-
seasonally adjusted levels of the monetary aggregates associ-
ated with the vote of the Committee. The rest of the estima-
tion procedure involves estimating the average level of TR
that would tend to yield the average levels of the monetary
aggregates voted by the Committee, less estimated currency.
That estimate of TR includes:

{1} an estimate of reguired reserves on liabilities of de-
pository institutions not inchided in the monetary
aggregates {such as large certificates of deposit),

(2} required reserves on the level of transaction deposits
implicitly voted by the Committee,

{3} an assumption shout the average level of excess
TESETVES.

WiEred ], Levin and Paul Meek, “hmplementing the New
Operating Procedures: The View from the Trading Desk,”
New Monetary Control Procedures, vol. 1, Federal Reserve
Staff Studdy {Board of Governors of the Federal Reserve Sys-
tem, Febrnamry 1981), p. 7.
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The initial specifications of the path levels for TR
and NBR are generally made on Friday after a Com-
mittee meeting. The Federal Reserve staff also makes
a projection of what TR will be over the intermeeting
period. Projections and path levels for TR are respeci-
fied approximately once each week. Projections of TR
are respecified on the basis of additional information
about the demand for reserves, and changes in the
TR path are based on additional information about
the relation between the monetary aggregates and TR,
These so-called multiplier adjustments change the
NBR path by the same amount as the TR path, and
the weekly objectives for NBR are respecified such
that the average of NBR over the period will equal
the new path level,

If the revised projection of TR is substantially dif-
ferent from the new specification of TR, the NER
path might be changed to keep TR closer to path,
reducing (increasing) the NBR path if TR are pro-
jected to be above {below) the TR path. On several
occasions the NBR path was changed in this manner
between Committee meetings by the senior Board
staff and the management of the Open Market Desk,
in consultation with the Chairman of the Federal
Reserve Board.

Controlling Money Growth by Targeting
on Nonborrowed Reserves

Projections of average levels of TR over intermeet-
ing periods provide a guide to policy actions. A de-
viation of a projection of TR from the path level
indicates that changes in the supply of NBR or the
discount rate are appropriate to avoid a deviation of
money growth from the short-term objectives of the
Committee. If TR are projected to exceed the TR
path, appropriate actions would be to reduce the path
level for NBR, raise the discount rate, or both. Reduc-
ing the NBR path with the TR path unchanged in-
volves increasing the implied level of borrowings. Re-
ductions in the NBR path and increases in the dis-
count rate tend to increase the federal funds rate and
reduce the amount of reserves demanded by the bank-
ing system. If, in contrast, TR are projected to be
below path, the actions that would be appropriate to
speed the return of the money stock to the targeted
level are to increase the NBR path, reduce the dis-
count rate, or hoth.

There are various reasons why money growth might
have deviated from the short-term objectives of the
Committee under this operating procedure. One rea-
son could have been that the path levels for TR were

14
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inconsistent with the short-term objectives for money .
growth, even after adjustments during intermeeting
periods. With errors in specifying TR paths, the Fed-
eral Reserve could have taken actions to keep TR
near path levels and vet miss the objectives for money
growth.

Another possibility is that, even if the TR paths

were specified accurately, errors in projecting TR

could have caused the Federal Reserve to take actions
that turned out to be inappropriate for keeping TR -

near the path level. A final possibility is that projec- =

tions of TR relative to path levels indicated the ac-

tions that would have been appropriate to meet the
short-term objectives for money growth, but for some

reason, those actions were not taken.

EXPERIENCE WITH MONETARY
CONTROL UNDER THE RESERVE
TARGETING PROCEDURE

In most intermeeting periods, the path levels and

projections of TR were reasonably accurate. Thus, the

differences between the projections and path levels of

TR generally indicated the nature of policy actions
that would have been appropriate to keep money

growth from deviating substantially from short-term
objectives. :

A notable exception to this general conclusion ap- .

plies to the intermeeting period that began shortly

after the imposition of credit controls, The Federal '_:

Reserve did not accurately project the effects of credit

controls on the demand for reserves during that pe- .
riod; consequently, the differences between projec-
tions and path levels of TR did not indicate the -
actions that would have been necessary to prevent
the decline of the money supply below target during
that period. With the exception of this period, begin-

ning shortly after the imposition of credit controls, -

money growth deviated most from the short-term ob- k%
jectives of the Committee in those periods in which
the Federal Reserve did not take the actions that the -
procedure indicated as appropriate for hitting money
targets.

The large deviations of money growth from short-
termn objectives occurred when interest rates were
changing rapidly. In contrast, money growth was -
closest to short-term objectives in the summer, when -
short-term interest rates were below the discount rate
and were relatively stable. A reluctance to take actions

indicated by the procedure as appropriate for hitting

money targets when short-term interest rates were
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sentiment expressed at Committee meetings. At the
meeting on April 22, the Committee expressed con-
cern that the objectives of Federal Reserve policy
might be misinterpreted if interest rates were falling
rapidly, (See the appendix for summaries of discus-
sion at Committee meetings.) At meetings in Septem-
ber, October and November, several members of the
Committee expressed the view that, while favoring
reductions in growth of the monetary aggregates, they
were concerned about the effects on interest rates if
the Federal Reserve pursued an aggressive policy of
slowing money growth.

The summary of a Federal Reserve staff study of
the new operating procedures recognizes the need for

AUGUST/SEPTEMBER 1981

more prompt adjustments of the NBR path relative to
the TR path or the discount rate than those imple-
mented in 1980 to promote closer control of money
in the short run.

Evidence of the past year suggests that during an
intermeeting period relatively prompt downward (or
upward) adiustments in the original nonborrowed
reserve path may be needed in an effort to offset,
over time, increased {or decreased) demand for bor-
rowing when money is sirengthening (or weaken-
ing) relative to target. As an alternative, more prompt
upward (or downward) adjustments in the discount
rate would tend to discourage {or encourage) bor-
rowing over time. . . . These adiustments run the risk
of increasing the volatility of short-run interest rate
movements in view of the transitory fluctuations
often experienced in short-run money demand,
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However, they could also dampen the amplitude of
longer-term swings of interest rates by more promptly
leading to adjustments by banks that bring money
growth back toward path.2¢

In the February 1981 Monetary Policy Report to Con-
gress, the Federal Reserve also stated the need for
more prompt adjustments of NBR paths or the dis-
count rate when TR are projected to deviate from
path, in order to achieve better monetary control.?!

CONCLUSIONS

Over the year 1980, the Federal Reserve achieved
a small reduction in the trend rate of money growth
relative to recent years. Growth rates of M1B and M2,
however, exceeded their annual target ranges. Thus,
the Federal Reserve did not achieve the degree of
deceleration in money growth that it announced as its
objective for the year.

Money growth was highly variable during the vyear,
falling below the annual target range during April
through July, and rising above the annual range in
September through part of December. Until the fall
of 1980, the short-term objectives of the Committee
were either within the annual target range, or consist-
ent with returning money growth to the annnal target

20§tephen H, Axilrod, “Overview of Findings and Evaluation,”
New Monetary Control Procedures, vol. 1, pp. A23-24.

NMonetary Policy Report io Congress {Board of Governors of
the Federal Reserve System, Febroary 25, 1981), pp. 32-33.
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range. In the fall, however, the Committee voted for
the growth of M1B to exceed the top of the annual
range, in recognition of a larger than anticipated
shift of savings deposits into ATS accounts and con-
cern for the effects of a more restrictive policy on
short-term interest rates. Thus, the fact that money
growth for the year exceeded the top of the annual
target range reflects decisions of the Committee in
weighing objectives for monetary control, adjustments
to annual money targets for growth of ATS/NOW
accounts, and concern about volatility in interest rates.

The record of policy actions under the reserve tar-
geting procedure reflects additional dimensions of
monetary policy decisions in 1980. The largest devia-
tions of money growth from the Committee’s short-
term objectives occurred when the Federal Reserve
failed to take the type of actions that the reserve
targeting procedure indicated as appropriate to keep
money growth near the short-term objectives. Expe-
rience with the reserve targeting procedure does not
support the view that fluctuations of the money sup-
ply in 1980 reflect problems with monetary control
that are basic to the operating procedure. The Fed-
eral Reserve has indicated that better short-term con-
trol of money growth, using the current procedure,
requires more prompt adjustment of the NBR path
relative to the TR path, or more prompt adjustment
of the discount rate. Thus, short-term monetary con-
trol may he improved under the reserve targeting pro-
cedure in 1981 and in future years.
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Appendix: Summary of Discussion at

Committee Meetings

January 8-9 Meeting'

Staff projections suggested that a contraction in
real GNP would develop in the first quarter of 1950.
Price increases were projected to accelerate in the
early part of the year, due mainly to substantial in-
creases in energy prices. Since the previous meeting,
interest rates had fluctuated over a wide range, but
rates were, nevertheless, less volatile than during the
period just after October 6, 1979, when the Federal
Reserve announced changes in its mometary policy
operating procedures.” On balance, interest rates had
declined slightly since the Committee’s last meeting.

The Committee specified growth for the first quar-
ter of 1980 at an annual rate of between 4 and 5
percent for M1 and 7 percent for M2. The federal
funds constraint of 11.50 percent to 13.30 percent
originally adopted at the October 6, 1979, meeting
was kept intact,

February 4-3 Meeiing®

Staff projections continued to suggest that real
growth would contract moderately in the period
ahead, and that inflation would continue to be rapid
due to increases in €Nnergy Costs, International tensions
{in particular, the Russian invasion of Afghanistan)
were adding a major degree of uncertainty in pro-
jecting output and prices. Most members thought
that a moderate contraction in real output was likelv
in 1980. Over the intermeeting period, long-term in-
terest rates had risen about one percentage point.

At this meeting, both short-term and long-term
ranges for the aggregates were specified in terms

Note: Citations to “Record of Policy Actions of the Federal
Open Market Committee” of meetings in 1980 are referred to
as “Record,” in various issues of the Federal Reserve Bulletin.
Money growth rates referred te in this appendix are taken from
the published minutes of the Committee’s meetings for 1980
and, therefore, may not correspond to more recent benchmark
revisions. The data reflect information available to the Com-
mittee at the time of the meetings.

Record” { March 1980), pp. 231-36.

*For a discussion of the period of October 6, 1979, to the end
of 1980 and the annocuncement of the new operating pro-
cedures, see Richard W. Langfm “The ¥OMC in 1979: Intro-

gitnzciing Reserve Targeting,” Review {Maych 1979}, pp

#“Record” { April 1980), pp. 325-32.

of the newly defined aggregates. Consequently, the
staff of the Open Market Desk now had to formulate
intermeeting paths of total and nonborrowed reserves
consistent With the Committee’s short-run objectives
for the new aggregates,

The Committee adopted short-term objectives of
4.5 percent and 5 percent for M1A and M1B, respec-
tively. Several members dissented from these actions
because they felt interest rates were not exerting
enough restraint and that credit was readily available
(see table 2 in text).

During the period between the February 4-5 meet-
ing and the next scheduled meeting in mid-March,
two conference calls among Committee members were
held to discuss the federal funds rate constraint of
1150 to 15.50 percent that had been in place since
October 6, 1879, The federal funds rate had risen to
almost 15 percent after mid-February, and member
bank borrowings had increased as the spread between
the federal funds rate and the discount rate widened.
Incoming data also suggested that MIA and MIB
were growing af rapid rates in February. The Com-
mittee voted on February 22 to temporarily raise
the upper end of the federal funds rate range to 16.50
percent until the situation could be reassessed. The
range was further widened to 11.50-18 percent in a
telephone conference of March 7. The “Record” of
that meeting states:

On March 8 the federal funds generally traded around
17 percent, despite sizable reserve-supplyving opera-
tions by the System, and the Manager advised that in
his opinion additional leeway above the existing upper
limit of 16.50 percent was needed for operational
flexibility in meeting reserve objectives.*

March 18 Mecting®

On March 14, President Carter announced a series
of monetary and credit control actions in accordance
with the legal authority granted to the President
under the Credit Control Act of 1969. The Board of
Governors imposed reserve requirements and special
deposit requirements on certain types of consumer
credit and managed Habilities of commercial banks,

41bid., p. 332,

5“Record” { May 1980}, pp. 399-406.
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a surcharge of 3 percent on frequent borrowers from
the discount window, a special deposit requirement
on money market funds, and a voluntary restraint
program for the growth of total loans of commercial
banks {see table 3 in text for a chronological summary
of these actions). This program was later viewed by
the Committee as having played a greater role than
had been anticipated by affecting the demand for
credit and the fHow of funds between financial
institutions.®

Information available at this meeting indicated
that real output was continuing to grow in the frst
quarter. In light of the credit control package an-
nounced just a few days before the meeting, how-
ever, Committee members continued to stress the
unusual degree of uncertainty which affected fore-
casts of the economy. In its discussion of the near
term, the Committee noted that the growth of M1A
and MIB over the first two months of the year had ex-
ceeded growth rates that were considered consistent
with objectives established for the December to
March period. Most members favored extending by
one quarter the short-term growth rates adopted for
the first quarter. There was some sentiment for seek-
ing even slower rates of money growth over the first
half of the year to underscore support for the new
anti-inflation program.

Members differed in their views regarding the range
for the federal funds rate to be adopted for the
short-run directive. Since the conference calls during
the previous intermeeting period had resulted in
changes of the upper limit, the range had been
widened from 4 to 6.50 percentage points {from 11.50-
15.50 percent to 11.50-18 percent). Some members
sought to retain the widened range, while others
wanted to restore a 4 percentage-point band. The
Committee adopted a range of 13-20 percent, noting
that procedures had been established for changing
ranges between meetings when such changes seemed
appropriate to the Committee.

April 22 Meeting’

Although it was known that real gross national
product had grown in the first quarter at about a 1
percent annual rate, information available at this
meeting suggested that economic activity had begun
to decline near the end of that period and that
economic activity would continue to decline for

8“Monetary Policy Report to Congress,” Federal Reserve Bulle-
gin {March 1981}, pp. 198-99.

T“Record” { June 1980}, pp. 484-89.
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several quarters. Price indices were rising at about -
a 12 percent annual rate in the first quarter. Interest |
rates had declined considerably during the intermeet-
ing period, after reaching new highs in late March

and early April. The prime rate reached 20 percent, ..
but had fallen slightly from that level by the time -

of the meeting. In March MIA and MIB declined
at annual rates of 3.5 percent and 2 percent, respec-
tively, after expanding at rates of 12 percent in
February. :

Most members of the Committee favored retaining

the short-run objectives for money growth adopted i

at the prior meeting. Some members, however, were -
concerned that further declines in interest rates might .
be misinterpreted by market participants as an
“easing” of monetary policy, i

It was observed that a significant decline in interest
rates, if that were to occur in coming weeks, should
be regarded as a consequence of the Committee’s
continuing emphasis on its announced ohjectives for
achieving limited monetary growth and not as a shift
toward a stirulative policy. The Committee’s mone-
tary ohjectives should be perceived as fully consistent
with a moederation of inflationary forces over time as
well as with resistance to recessionary tendencies in
the short run.®

In light of the outlook for a lower federal funds
rate in the weeks immediately ahead, the Committee
lowered the upper limit of the federal funds rate
range from 20 percent to 19 percent, but did not
change the lower bound of 13 percent. During a tele-
phone conference call on May 6, the Committee re-
duced the lower limit of the range for the federal
funds rate to 10.30 percent.

May 20 Meeting’

Evidence accumulated since the last meeting in-
dicated that economic output in the second quarter
would decline markedly. In foreign exchange mar-
kets, the dollar had declined over most of the pre-
vious four weeks; the trade-weighted value of the
dollar had fallen about 3.5 percent since the Com-
mittee’s last meeting.

All of the major monetary aggregates had declined
in April, with MIA and MI1B declining at annual
rates of 185 percent and 14.5 percent, respectively,
while M2 fell at a 3 percent annual rate. These ag-
gregates fell to levels well below the paths established

SThid., p. 487.
*“Record” {July 1080], pp. 565-70.
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earfier by the Committee. These declines were also
accompanied by major declines in both short-term
and long-term interest rates.

The Committee adopted an approach of gradual
return to the monetary growth paths consistent with
the vear's anoual targets. The Committee directed
operations to achieve growth of MIA, M1B, and M2
over May and June at annual rates of 7 to 7.5 per-
cent, 7.5 to 8 percent, and about 8§ percent, respec-
tively. There were differing views, however, on how
aggressively these objectives for the growth of the
monetary aggregates should be pursued if the fed-
eral fuads rate declined sharply.

Concern was expressed that a more aggressive ap-
prouch would lead to such sharp declines in the fed-
eral funds rate and other short-term interest rates in
the period immediately ahead that there could be 2
perverse impact on long-term interest rates by ex-
acerbating inflationary expectations, and there could
also he strong adverse effects on the valie of the
doliar i foreign exchange markets. Moreover, ag-
gressive efforts to promote monetary growth might
have to be reversed before long, perhaps leading to
significant increases in interest rates in a period of
substantial weuakness in the economy. The possibility
was also suggested that the demand for money had
shifted downward once again, so that vigorous efforts
in the short rim to bring monetary growth into line
with the Committee’s loager-run objectives could
result in excessive creation of money.t?

July 8 Mecting and Mid-Year Review"

The Committee noted that the growth ot M1A and
M1B had accelerated in June to annual rates of 13.8
percent and 16.8 percent, respectively, following little
change in May and sharp contraction in April The
growth of M2 also accelerated to a 17.3 percent annual
rate in June, up {from a rate of 8.8 percent in May
and a small decline in April. Although market interest
rates declined considerably in late Mayv and the first
half of June, market rates were again beginning to
rise.

Staff projections of the economy indicated that the
decline in GNP for the second quarter was larger
than previously anticipated. Declines in real growth
were expected to continue throughout the end of the
year, and a recovery was forecast to begin at the
beginning of 1981,

The Committee agreed that open market opera-
tions for the third quarter should be geared to

10thid., pp. 367-68,

1¥Record” {September 1980), pp. 747-5¢ and “Monetary
Policy Report to Congress,” Federgl Reserve Bulletin (July
19803, pp. 531-42.
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achieving growth rates of M1A, M1B, and M2 at
annual rates of about 7 percent, 8 percent and §
percent, respectivelv. However, in light of the short-
fall in money growth over the first half of the year,
the Committee would accept faster growth. It was
noted at this time that growth of the narrow aggre-
gates might fall near the lower bounds of their
respective annual ranges,

In July of each year, the Committee must review
for Congress its monetary growth ranges for the
year, and provide a preliminary indication of its
ranges for the next year. At its July 9 meeting, the
Committee reviewed the annual ranges adopted at
its Febraary meeting, and analyzed the growth of the
monetary aggregates over the first half of the year.
The expansion of M1A and M1B over the first two
quarters had fallen substantially below the long-run
growth paths established by the Committee in Feb-
ruary. The growth of M2 on the other hand, was
stronger and by mid-year was near the midpoint of
its range,

The Committee examined annual targets for the
growth of the monetary aggregates in terms of the
relative growth rates of M1A and MI1B (as affected
by the shift into NOW and ATS accounts), and
concluded that “in view of recent evidence of a
preference for intervest-bearing transactions accounts
over demand deposits that was greater than antici-
pated, it appeared likely that M1B would grow some-
what faster relative to MIA than had been projected
earlier in the year”? There was general agreement,
however, that the growth of these accounts was not
“large enough to justify fine-tuning’ the growth ranges
at the expense of causing public confusion about the
meaning of the adjustments.”™ The Committee voted
to retain the targets for 1950 as adopted at its Feb-
ruary meeting. In reaffirming these ranges, it was
recognized that the growth rates of MIA and MIB
might fall below the midpoeints of their ranges for
the year.

In its discussion of growth ranges for 1981, the
Committee agreed that further reduction in money
growth from the ranges established for 1950 would
be appropriate. Committee members disagreed, how-
ever, about specific objectives for the growth of the
aggregates in 1981, because they expected institutional
changes resulting from the Monetary Control Act of
1980 {MCA) to blur the meaning of the narrow
aggregates in 1951:

12“Record” { September 1980), p. 750,

L3¥hid.
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In particular, relationships among the aggregates will
be affected by introduction of NOW accounts on a
nationwide hasis as of December 31, 1980, as author-
ized by that act. During 1981, shifts of funds from
demand deposits to NOW accounts are likely to be
substantial, and will retard the growth of M1A. At
the same time, transfers from savings deposits and
other interest-bearing assets to NOW accounts will
enhance the growth of M1B. To the extent that funds
are shifted into NOW accounts from other deposit
components of M2 and M3, growth of these aggre-
gates will be unaffected.’#

The Committee decided not to announce precise
target ranges for 1981 due to the uncertainty sur-
rounding the possible impact of the MCA on the
relationship among the aggregates. After monetary
oversight hearings before the Senate and House bank-
ing committees, however, the Committee later that
month announced more specific objectives: ranges for
the growth of MIA, M1B and M2 for 1981 would
be reduced “on the order of 1/2 percentage point
from the ranges adopted for 1980, abstracting from
institutional influences affecting the behavior of the
aggregates.”'? (Italics added.)

August 12 Meeting'®

Farly in the intermeeting period, the monetary
aggregates grew slightly faster than the rates specified
by the Committee for the period from June to Sep-
tember. At its July meeting, the Committee had
agreed that moderately faster growth than the short-
run targets would be acceptable, Later in the inter-
meeting period, both M1A and MI1B appeared to be
growing considerably faster than their specified rates,
The growth rates of M1A and MIB from the fourth
quarter of 1979 through July, however, were still be-
low rates consistent with the Comrmittee’s ranges for
the year. Market interest rates had risen during the
intermeeting period; short-term interest rates increased
about 50 basis points and long-term rates about 75
basis points. The staff projected that real GNP would
continue to decline through the end of the vear, but
not as rapidly as the preliminary estimate of a re-
duction in real GNP at a 9.1 percent annual rate for
the second quarter.

In its deliberations on the short-run aggregate di-
rective, the Committee took note of a staff analysis
which suggested that, if third quarter growth con-
tinued for M1B, that aggregate would be near the

141bid.

151bid., p. 753.
1“Record” (Qctober 1980}, pp. 835-39.
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midpoint of its annual range by the fourth quarter; o
the growth of M2 would be at the upper end of its ©-
range, In July MIA and M1B grew at annual rates of =
about 7.5 percent and 10.8 percent, respectively, and =
M2 grew at a 17 percent rate. =

Some members expressed concemn that a short-run
target for M1A appreciably below the 7 percent rate
voted at the prior meeting would cause further in- -

creases in interest rates at a time when the longer- =

run targets did not clearly suggest the need for re-

duced growth in the monetary aggregates.'” The Com- -
mittee voted for a slightly reduced rate of growth for =
MI1A (8.5 percent) over the third quarter and higher
rates for M1B and M2 (9 percent and 12 percent,
respectively). A federal funds rate range of § to 14
percent was adopted. '

September 16 Meeting'®

Staff projections reviewed at this meeling sug-
gested that the economy would recover by the end
of the year, Declines in real GNP for the third guarter
were expected to be less pronounced than had been -
thought just a month earlier. The Committee, for the =
most part, shared the outlook that the economy was ©
somewhat stronger than had been anticipated pre- =
viously, and some members believed the economy was
stronger than the staff was projecting. There was
broad agreement, though, on the staff estimate of only -
modest gains in the economy in 1981. '

The growth of MIA and MI1B accelerated in o
August to annual rates of about 19.5 percent and 22
percent, respectively, and M2 grew at a 14.3 percent -
rate. It was then evident that policy over the period
ahead should be directed toward a deceleration in -
money growth in order to achieve the Committee’s -
objectives for the vear, For the period from the
fourth quarter of 1979 through August, the growth of -
MI1A was in the lower half of the Committee’s long-
run range, but M1B was in the upper half of its
range, and M2 was somewhat above the upper limit
of its range. Market interest rates exhibited wide
fluctuations in the intermeeting period, but on balance
had risen since the last meeting.

Although there was broad agreement that mone- -
tary expansion should be reduced in the period
ahead, views differed concerning the specific short-
run growth objectives to be adopted. One group

17Thid,, p. 838.
18“Record” ( November 1980}, pp. 883-87.
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favored growth rates on the lower side of the ranges
discussed at the meeting, emphasizing “the need
for a policy posture that would minimize any risk of
exacerbating inflationary forces in the economy or
worsening inflationary expectations.”® Another group
favored more rapid rates of money growth (but less
rapid than the July-September period) and appeared
to be concerned about a recent rise in interest rates,
since “these increases might well begin to reduce
money and credit demands over the months ahead,
that economic recovery was in its very eari\ stages,
and that some sectors such as housing were especaalh
sensitive to emerging credit conditions.”

A middle course was adopted by the Committee
— one calling for the growth of M1A, M1B and M2
over the August-December period at annual rates
of about 4 percent, 6.5 percent and 8.5 percent,
respectively,

October 21 Meeting”'

Preliminary data available at this meeting indicated
that real GNP had expanded in the third guarter at
an anmual rate of 1 percent. Staff projections sug-
gested that the third quarter marked the beginning
of a recovery. Prices continued to rise at about a
10.3 percent annual rate,

Early in the intermeeting period, data indicated
that the monetary aggregates were continuing to grow
at rates faster than those consistent with the Com-
mittee’s objectives for the August-December period.
Short-term interest rates also rose over the intermeet-
ing period; long-term rates, however, changed little on
bdlance In the davs just prior to the October 21
meeting, the federal funds rate was trading in the
area of 12.50 to 13 percent, compared with 10.50 to
11 percent just before the last Commitiee meeting
on September 186.

In its discussion of policy for the near term, all
of the voting members favored the pursuit of a sharp
reduction in monetary expansion over the final months
of 1980 in order to reach their long-run money growth
objectives for the vear. Nevertheless, as in ‘the pre-
vious meeting, members differed in their views ahout
the exact short-run policy directive to be adopted.
One group favored growth objectives for the final
months of the year consistent with the growth rates
adopted at the Committee’s meeting in September;

19Thid., . 886,
01hid.

21"Record” { December 1980}, pp. 968-73.
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that is, they would adjust for the overshoot in Sep-
tember in order to achieve the long-run objective of
the Committee for the vear.

Another group placed less significance on specifying
short-run targets precisely consistent with the August-
December objectives and cited the volatility of short-
run money growth data.

Other members, while also seeking sharply reduced
growth rates of the aggregates in the months ahead,
attached less significance to targets precisely con-
sistent  with the August-to-December objectives
adopted a month earlier, in light of the inherent
volatility of the data in the short run. Committee ac-
tions affected the money supply only with some lag,
and given actions already in place and the uncertain-
ties of the economic outlock, the possibility could not
he excluded that very ambitious short-run objectives
with respect to restraint could generate undesirable
instability in both inierest rates and the money supply
over a somewhat longer peried and thus be counter
to the Committee’s more fundamental goals.22

The Committee adopted a short-run directive that
attempted to reconcile the competing views expressed
by various groups. The Committee agreed to target
p&ths for MIA, MIB and M2 over the September-
December period at annual rates of about 2.5 per-
cent, 5 percent and 7.23 percent, respectively. It was
noted that M1B could exceed the upper bound of its
long-run range if increases over the months ahead
equaled or exceeded the adopted numerical speci-
fications.

November I8 Mgegéngzs

Data available to the Committee at this meeting
suggested that economic activity was continuing to
expand in the fourth quarter. Short-term interest rates
rose 1.75 to 3 percentage points over the intermeeting
period, while long-term rates increased about 73
basis points. Staff projections suggested that growth
of real output in the fourth quarter would be slightly
greater than the 1 percent growth rate in real GNP
for the third quarter. The staff’s projections continued
to predict little growth over the next few quarters.

MIA and MIB grew at about 9 and 11 percent
armual rates, respectively, in October and were sub-
stantially above the short-run objectives voted at the
last Committee meeting, The gzowth of M2 acceler-
ated slightly to a 9 percent rate. Through October,
M1A was in the upper part of the Commﬂttee s annual

22bid., pp. 97172,
#“Record” {January 1981), pp. 27-33.
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range; MIB and M2, however, were above their
annual ranges.

Most members favored reaffirming the short-run
objectives for the monetary ':frcriefmtes over Septem-
ber December that were Voted at the last meeting,
which would require sharp declines in the aggregates
during the remainder of the vear, Members had differ-
mg views, however, on how awglessweh to pursue
these objectives.

While favoring sharply reduced growth of the mone-
tary aggregates in the period immediately ahead, a
number of membery expressed concern about inadver-
tently contributing to the volatility of interest rates,
because of the implications of such volatility for
economic activity, for inflationary psychology, and
for the functioning of fnancial markets. Specifically,
a substantial reduction in the provision of nonbor-
rowed reserves or other wmeasures in a highly ag-
gressive pursuit of the short-run monetary growth
rates being contemplated might lead promptlv to
further increases in interest rates, which were prob-
ably already constraining the business recovery and
slowing monetary growth, Subsequent declines in
rates might be unduly large, and if monetary growth
accelerated again in lagged response, inflationary
expectations could well be heightened.

Shortly after the November meeting, data indicated
that the monetary aggregates were growing con-
siderably faster than the rates consistent with the
Comimnittee’s short-run  objectives. In addition, the
federal funds rate was just above 17 percent, the
upper end of the range specified at the November
meeting. During a telephone conference on Novem-
ber 26, the Committee raised the upper limit of the
federal funds range to 18 percent. The federal funds
rate continued to rise, however, and by the morning
of December 5 was above 18 percent. On December
5 the Committee temporarily suspended the upper
bound of the range, and on December 12 suspended
the range until the next scheduled meeting.

I8-19 Meeting™

Information analyzed at this meeting suggested
that real economic growth would expand more than
in the previous quarter. Prices continued to rise at
about a 10.5 percent annual rate. The trade-weighted
value of the dollar against major foreign currencies
had risen about 2.5 percent since the Committee’s
mid-November meeting. Staff projections suggested
that real output growth, after some accelerated

Decomber
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growth in the current quarter, would decline in the
frst half of 1981, Slow economic growth during the
remaining portion of 1981 way afso projected. The
rise in prices over this period was projected to re-
main rapid, but not as rapid as in 1950,

Growth of MIA and MI1B moderated in November
but was still above the Committee’s objectives for the
period from September to December. The expansion of

M2 and M3 in November continued to accelerate, In =

early December, however, MIA and M1B were actu-
ally falling. As measured from the fourth quarter of
1979 through November, growth of M1A was in the
upper part of its long-run range: M1B and M2, how-
ever, exceeded their rcspmtlvo long-run ranges,

The Committes, in its consideration of a short-term
policy directive. reviewed the tentative long-run
ranges for 1981 adopted in July. It was agreed that
monev growth over the first quarter of 1981 should
be consistent with the tentative ranges adopted in
July for 1981: targeted growth rates f{);‘ the agore-
gates were intended to represent a 0.5 percentage
point reduction in the ranges adopted for 1980, ab-
stracting from effects ot depnsxt shifts conmected with
the introduction of NOW accounts on a nationwide
basis in January 1981

In the short-run the Committee seeks behavior of

reserve aggregates associated with growth of MIA,

MI1B, and M2 over the first quarter along a path

consistent with the ranges for growth in 1981 con-

templated earlier, which will be reviewed in Febru-
ary 1981, Those ranges, abstracting from the effects
of deposit shifts connected with the introduction of

NOW aecounts on a nationwide basis, imply growth

in these aggregates centered on 425 percent, 4.75

percent, and 7 percent respectively. Tt is recognized

that the introeduction of NOW and ATS accounts
nationwide at the beginning of 1981 is likely to
widen the discrepancy between growth in M1A and

MIB to an extent that cannot now be accurately

estimated, and operational reserve paths will be de-

veloped in light of evaluation of those differences as
they emerge.”®

In other words, the Committee’s task of monitoring
and selecting money growth rates over the short-run
would have to rely on staff estimates of how these
institutional changes were affecting growth of the
aggregates. In turn, the Manager of the Open Market
Desk would have to translate these short-term paths
adopted by “abstracting from the effects of deposit
shifts” into reserve paths consistent with these growth
rates.

261hid., p. 154.




