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IN T R O D U CT IO N

A successfulstudyofmonetarypolicymustanswerthefollowingthreekeyques-

tions: (1) W hatactionsdidthemonetaryauthoritytake?(identi…cationofpolicy);

(2) W hydidthemonetaryauthoritytaketheseactions?(thereactionfunctionofthe

monetaryauthority);and(3) W hate¤ectdidthoseactions haveontheeconomy?

(evaluationofpolicy).

L ackofgeneralagreementonastructuralmodeloftheeconomyhasfocusedmost

ofrecentresearchonmonetarypolicyintothegeneraldirectionofidenti…edvectorau-

toregression(VA R )analysis. T hegreatappealofVA R sforstudyingmonetarypolicy

transmissionisthatonlyminimalassumptionsneedbeimposedtoseparateendoge-

nous from exogenousmonetaryactions. W ithoutacompletemodel, movements in

theeconomyfollowinganendogenouspolicyactionmaybeduetothepolicyaction

itselfortothevariablethatspurredthataction. H encetheemphasisonidentifying

exogenousshocks.

T heVA R approachtypicallyincludeseitherashort-term interestrate(usuallythe

federalfundsrateintheU .S.)oramonetaryaggregate(M 1 orM 2 butmorerecently

non-borrowedreserves ortheratioofnon-borrowedreserves tototalreserves) and

combines itwith othervariables ofinterest— commonly, production, prices and
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unemployment. T heobjectiveistoplaceenoughrestrictionsinthissystemsuchthat

onecanclaim tohavedisentangledsupplyshifts from demandshifts inthereserves

marketthroughthepolicyvariableofchoice. O ncesupplyshifts areidenti…ed, the

e¤ects ofpolicy can betraced totheothervariables in the VA R via an impulse

responsefunctionanalysis.

ChristopherSims(19 9 6) summarizes intofourpointswhatthisliteraturehasdis-

covered:

1. M ostvariation inmonetarypolicy instruments is accountedforbyresponses

ofpolicytothestateoftheeconomy, notbyrandom disturbances topolicy

behavior.

2. R esponses ofrealvariables tomonetarypolicy shifts areestimatedas nilor

modestatbest.

3. M onetary policyhas historically increased interestrates in responsetonon-

policy shocks thatcreate in‡ationary pressure by more than itwould have

underapolicyof…xingthemonetarystock.

4. Identi…cationofmonetarypolicyshiftsreliesontheassumptionthatthereac-

tionofprivatesectorvariablestothisshiftissluggish.

T his assessmentillustrates thatweare farfrom answeringsatisfactorily tothe

threequestions setattheonset. T hevalidityofthesestudies lies in theirsuccess

toseparate demand driven shocks from policy induced supply innovations. T his

identi…cationdepends ontheabilitytocollectinstruments thatwilla¤ectdemand

butnotsupplyandviceversaandonplacingtheappropriaterestrictions. H owgood

is this identi…cation? T herereally is notagoodwaytotell. M atters arefurther

complicatedbythetechnicalnatureofthereservesmarket. Evenifoneis successful

in identifyingsupply shifts, thequestion then arises: W as this apolicyaction or
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was itatechnicalshiftdueto‡oatin thesystem, a Treasurybalanceorperhaps

foreign currencywithdrawals? In essence, thetypicalpolicyvariableused in this

studiesistoonoisy. A dditionalsourcesofconcernincludetime-invariantmodelsthat

areestimatedacrossdi¤erentpolicyregimesandthespeci…cationoflongdistributed

lags, atoddswiththeFederalR eserve’soperatingprocedures.

Is thereabetteralternativetothis lineofresearchsothatwecanbetterexplain

howtheFederalR eservereactsandevaluateitsmanagementofmonetarypolicy?I

contendthatthisalternativeisprovidedbyanalyzingthedeterminantsofthefederal

funds ratetarget— an internalobjectivethatis unilaterallysetbytheChairman

oftheFederalR eserveincompliancewiththedirectivesagreeduponattheFederal

O penM arketsCommittee(FO M C)meetings(approximately, onceeverysixweeks).

T his targetis nottheoutcomeofthe interaction between supplyanddemandfor

federalfundsanditisnotsubjecttotechnical‡uctuationsorextraneous sourcesof

noise. R ather, itisanoperationalindicatorofhowthedirectionofmonetarypolicy

is mapped intothepracticeofdailyoperations. Before learningmoreaboutthis

variable, itisusefultodescribeitsroleinthemarketforreserves.

T H EFED ER A L FU N D S M A R KET

In the marketforfederalfunds (reserves), demand is primarily determined by

banks’reserverequirements. A dditionally, bankswillalsoholdreservesasaprecau-

tionagainstliquidityneeds. A ctivemanagementofreservesisinabank’sbestinterest

sincereserves donotpayinterest1. T heFederalR eserveisthesupplierofreserves.

Totalreservesarethesumofnon-borrowedreservesplusborrowingfromthediscount

window. Thenon-borrowedportionis determinedprimarilybyopenmarketopera-

tions, althoughuncontrolledmarketfactors(suchascurrencywithdrawals, Treasury

balances, ‡oat, etc.) playaroleintheveryshortrun. T hefederalfundsratethen,
1A lthoughtheFederalR eservehasexaminedthispossibilityinthepast.
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is avolume-weightedaverageofthe“price” atwhichtransactions offederalfunds

takeplaceinthismarket. T hediscountrateis determinedbytheFederalR eserve

belowmarketrates. Institutionsareexpectedtoborrowfrom thediscountwindow

onlywhenothersourcesoffundsarenotavailableinreasonableterms.

A ftereachmeeting, theFO M C issuesadirectivetoitsagent, theFederalR eserve

BankofN ewYork(FR B N Y ) concerningtheconductofmarketoperations in the

inter-meetingperiod. T hedirective identi…es acontrollablevariablewhosecourse

willguide the day-to-day purchase and sale ofsecurities by the TradingD eskof

theFR B N Y . A qualitative directive on the course ofthis variable is speci…ed as

the“principalinstruction” ofthedirective. In19 84, aborrowingreservesoperating

procedurewas implemented.

U nderthis procedure, thedemandforrequiredandexcess reserves is forecasted.

Providedthatthereis nochangeintheborrowingobjective, movements inthede-

mandforreserves areusuallyfullyaccommodatedbychanges innon-borrowedre-

serves. T his allows theassumedlevelofborrowingtoberealized. T heoperating

procedurejustdescribed is depicted inFigure1. Forexample, given somelevelof

borrowedreserves, shiftsinthedemandoffundsareaccommodatedbyincreasingthe

supplyoffundstothepointwhererealizeddemandintersectsthefederalfundsrate

target. T his leaves thefederalfunds rateandborrowedreserves unchanged(albeit

withahigherlevelofnon-borrowedreserves). H owever, whilethestatedoperating

procedurewastotargetborrowedreserves, targetingthefederalfundsrateproduced

equivalentresults. In the shortterm thefederalfunds rate‡uctuates aroundthe

federalfunds ratetargetduetoseveralfactors rangingfrom forecasterrors inthe

demandforreservestounanticipatedshifts inthesupplyoffunds.

Startinginthemid19 80’s, thelevelofborrowedreservesclearlybecameanunre-

liableoperatingguide. D uringthe19 85-19 9 1 period, thenumberoffailuresofbanks

andthriftinstitutionsexceededthatofanyperiodsincetheG reatD epression. T his
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wasaccompaniedbyanactiveinvolvementofthediscountwindow. A saresult, many

banksbecamereluctanttoturntothewindowforfearofprovokingmarketconcerns

abouttheir…nancialcondition. TogetherwiththeintroductionoftheFederalD eposit

InsuranceCorporation A ctin 19 9 1, targetingofborrowedreserveswas abandoned

infavoroftargetingthefederalfundsrate, thealreadydefactooperatingprocedure

sincelongbeforethecrisis. Today, aftereachFO M Cmeeting, thenewlevelforthe

federalfundsratetargetispubliclyannounced— apracticethatstartedinFebruary

4, 19 9 4. Fortunately, therecordspriortothisdatehavebecomerecentlyavailable.

ID EN T IFY IN G M O N ETA RY P O L ICY

H owsuccessfulis theFederalR eserve inmaintainingthee¤ectivefederalfunds

rateclosetoitstarget?Figure2 depictstheweeklyaveragedeviationofthee¤ective

federalfundsratefromitsobjectivesince19 84. A sidefromafewoutliers, onaverage,

this deviation is approximatelyzerowith astandarddeviation of20 basis points.

D eviationsarerapidlyeliminated, manytimeswithinoneortwodays. Itistherefore

safetoconcludethattheTradingD esksuccessfullycontrolstheamountofliquidity

inthesystem initsdailyoperationsandisabletoabidetothetargetissuedbythe

FO M C.

T heFederalR eservethus, conductsmonetarypolicybycontrollingshort-term in-

terestratesviatargetingthefederalfundsrate. T hetargetisadjustedinamanner

thattheFederalR eserveexpects willhelp achievefuturegoals forwageandprice

in‡ation, realoutput, employment, exchangerates, creditmarketconditionsandthe

healthofthe…nancialsystem. H owever, adjustmentofthetargetisafarlessdynamic

processthanthedailyconductofopenmarketoperations. Fortheperiodthatstarts

inM arch19 84totoday, thetargethasbeenadjustedonaverageonceevery6weeks,

sometimesasoftenasonceaweek, sometimesasseldomasonceayearandbeyond.

Furthermore, thetargetis adjusted inlimitedamounts (generallyincrements of25

5



basis points) atarestrained, deliberatepace, thedirectionofwhich, is seldom im-

mediatelyreversed. T hus atypicalpolicyaction is implementedoverthecourseof

severalweeksorevenmonthswithgradualmovements inthesamedirection.

T he implications ofthedynamicbehavioroftheFederalR eserve in conducting

monetarypolicya¤ectthecoreoftheresults thatarefoundintheVA R literature.

W hatwewouldliketomeasureis, forexample, whatdeterminedtheFederalR eserve

toraiseinterestrates by25 basis points attheM arch19 9 7 meetingoftheFO M C

andwhatimpactdidthatraisehaveontheeconomy. Bytakingthesnap-shotof

theeconomyatthetimepriortothemeeting, one should beabletounderstand

betterwhatdrivestheFederalR eservetochangeinterestrates. A lternatively, when

theFederalR eservedecidedtomaintain interestrates unchangedfrom September

19 9 2 toFebruary19 9 4, thiswasalsotheresultofconductingpolicy— theFederal

R eserve’sresponsetothe“creditcrunch.”

From an institutionalpointofview, thefederalfunds ratetargeto¤ers aclear,

wellde…nedmannerin which tomeasuremonetary policy and its impacton the

economy. From thestatisticalpointofview, this is achallengingproposition: T he

targetis changed irregularly intimeand indiscrete increments of25 basis points.

T hus, investigationoftheexogenous componentofmonetarypolicyrequires being

abletomodelnotonlyhowmuchwilltheFederalreservechangeinterestrates by

butalsowhenwillthatactiontakeplace.

R esearchbyR udebusch(19 9 5) hasalreadyproducedsomeinterestingresults. By

simulatingthemannerinwhichtheFederalR eserveadjusts thefederalfunds rate

target, onecanexplainthevaryingabilityofterm spreadstoforecastfutureinterest

ratesatdi¤erenthorizons. T he…ndingsintheterm-structureliteratureareconsistent

withtherationalexpectationshypothesisandre‡ectthemannerinwhichtheFederal

R eserveoperates. H amiltonandJordá (19 9 7 ) havesuccessfullyintroducedatime-

series durationmodelcapableofforecastingfuturetargetadjustments andcapable
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offorecastingthemagnitudeofsuchadjustments, allconditionalonpastinformation

ontargetchangesaswellasothereconomicvariables.

T hefederalfundsratetargetprovidesagoodwaytoidentifymonetarypolicy. A

deeperlookatthisvariablenodoubtwillyieldmoreinsightintohowdecisions are

madeattheFederalR eserve. A nalysisofthereactionfunctionoftheFederalR eserve

andtheevaluationofpolicywillsurelyfollowthisdirection.
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Figura 1. El Mercado de Reservas
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