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IN TRODUCTION

A suasssiull study ofFmanetary paicy must ansner the olloning three key Ques
tias (1) W hatadias dd the maetary authaity E@e? (idai.. cation ofpdicy);
@)W hydd the maetary authaity teke these adias? (the reection function ofthe
maetary authay); ad (3) W hat e ect dd thase actias hae an the ecaany?
(evalation ofpolicy).

L adk ofF general ageamatan a structural madel ofthe econamy hes Toased most
offrecentreseardh on maretaxy palicy into the general direction ohida . ed vectorau
taegessan (VA R) amablsis. T hegeatgopeal of VA R s Torstuchingmanetary policy
tansmissian is thatanly minimal assumptiass nesd be impased 1o separate adage
nass from exagaas maetary adtias. W ithauta canpkete model moemats in
the econamy Olloning an endaganaus padicy actian may be due 1o the policy actian
itselfor o the \arabke that spuned thataction. H ence the eanphesis an idaiiing
exgenass shods.

TheVi R gppraach typiclly indudess etherashoreterm intersstrate (usLally the
el find ke inthel S.) aamaetary aggecaie (| 1 ardll 2 butmare reaantly
Nnan bamonaed resenes ar the ratio of nanbaroned resenves 1o tolal resenes) ad
ambinss ritwth aothervanabks of interesst— commanly, producian, pricss ad
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uamplymant T he dojective is O plbae enaugh resstriclias in this system sudh that
ae an cam 1 hae dsatangked supply shifts fron demand shifts in the resenes
market thraugh the pdicy \varisblke ofFdae. 0 naee supply shifts are idanti..ed the
e ects of poioy an be tracd © the other variabks in the VA R via an impulke
respase fundian anablysis.

Christpher Sims (199 6§ summarizes into fourpants what this Herature hes dis
et

1. I cstvaratian in maetary pdicy instrtuments is acoounted Tor by respasss
of pdicy 1o the state of the econany, Not by random disturbanass 1o polioy
bdaiar:

2. Regpasss of real variablkes 1o maetary policy shifts are estimated as nil ar
madestatbest

3. I aetary pdicy hes historially inaessad interest rafess in respase 1 nant
pdicy shods that aegte intatiaaery pressure by mare than itwauld hae
undera pdiicy of..xang the manetary stodk

4. |denti.cation oFmaetary padlicy shifts relles an the assumption that the reec
ton ofpmate secton\ariabks 1o this shiftis sbggsh.

T his assessment illLstraies that we are fr fran amsweaning satisEectanily o the
tree gusstias sstat the asst T he alidity of these studies es In thar suaesss
10 sgparate demand diven shadss fran pdlicy induasd supply imowatias. T his
identi..catian depencs an the abil ity © it irstruments thatwill e ect demad
butnotsupply and Ve versa and an pleang the gopropriate rsstricias. H owwgoad
is this idati. catia? T here redlly is nota good vway o €l || atiers are Tirther
amplicaied by the ted nial nature of the resernves market BEven ifae is suaessil
in idaifing supply shifts, the qusstian then arises W as this a pdicy action ar
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wss ita ednial shiftdie o faakin the systam, a T reesury balanae ar perhgps
Toagy amaxy wthdranak? In essaxe the spical pdicy vaiabke usd in this
studies is toonasy. A dditianal saurass ofFaonaam incdude tme inartaitmaooek that
are estimated aacss dic eratpolicy regmes ad the spad..catian of kg distributed
b atadcs with the Federal R eserve’s goerating proceoures.

Is thare a betier altermative 1o this ine of researdh so thatwe Gan betierepln
howthe Federal R esene reects and evallate its manegamatofFmanetary policy? |
anend thatthis allermatine is proided by analyzing the detexrminants ofthe deral
Ntk iale target—  an intermal dojective thatis uni Bterally set by the Chairmean
ofthe Feckeral R eserve in ampliance with the directives agresd upan at the Federal
0 penli arkets Canmitiee (FO Il C) mestings (gpoprodmately ace every sSix wesks).
T his taget is not the autcone of the interactian betnean supply ad demad Tor
federal TUncs ad itis notsubject 1o ted nical FTuctuatias arextraneass saurcss of
nase. R ather; itis an goeratical indcator ofhovw the direcion ofmanetaxry policy
is mapped INto the practice of dally qoeratias. B efae Eaming mare ebaut this
\ariebk itis usslul todesaibe its ok in the market or reseres.

THEFE ERAL RUNDSM ARKET

In the market Tor Bderal s (leenes), danad is primarily determined by
banks’” resene requirematts. A dditiaally, banks will alkbo hold reserves as a precau
tonhagarstiqudtynssck. A dive manegamantolresenes is in abank’s bestirnterest
sinee reserves do notpay interest . T he Fedaral R esenve is the supplier of resarves.
T aotal reserves are the sum ofinan barroned resernves plus baroning fram the discount
windon: T he nantbaroned partian is determined primaxt ly by goen market qpera
tas, althaugh unantrolied market s (sudh as aunmenoy wthdranak, T reesury
balbnas taat; etc) ply a ok in the vary shorton. T he fedaral ok rate then,

1\ haugh the Federal R esene hes examined this passibi ity in the past
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is avolLmewdadited aerage of the “prae’ atwhnidh transactias of federal Tunds
de plkx in this market T he discount rage is determinad by the Federal R eserne
bebw market rates. Irstitutians are epected 1 barowv fram the discountwindow
anly vinen athersaurass ofFfunds are notaa bk in ressanebke terms.

A flereedn mesting e Ol C issues adirectinve o its agait the Fedaral R esene
Bank ofl ewYak (RRBI Y ) acoaaming the aonduct of market qperatias in the
intermesting pericd. T he diredie idaiti. es a caotrdlEbe variebke whose aaurse
will gice the day o day purdiese ad sak of saaunities by the T rading D esk of
te RBI Y. A qualtatie dredive an the aaurse of this \ariebk is spad..ed a8
e “prindpal insructia’’” of the directve. 1N 1984, a bamoning reserves qoerating
procsoure was implkEmanted.

U nder this procedure the damand Tor required and exasss reseness is Taorecssted.
P roidd that there is no dange in the bamoning dojectinve moamatts in the de
mand Tor resenes are wsually Tully acocommadated by dangss in nanbonmoned re
senes. T his albns the assumed el of baroning 1o be realized. T he qoerating
procdure just desaibed is depicted in Figure 1. Fareampke gven sane kel of
banoned reserves, shifts in the demand offuncs are acocommadated by inaessing the
supply of funds 1o the pantwhere realized damand intersects the Bdeval nds rae
tacet T his baes the Bdaral ncs rate and bamoned reserves undnenged (abet
with a higher bvel of nanbaroned resenes). H onever; vhi e the stated qparating
procscure wes 10 targetbonroned reserves, targeting the federal Tonds rate produced
ecuivalait resuls. In the shat tam the Boeral ook rate fuctuates around the
obral ok rake target due 1 saveral Batars ranging fion farecsst enas in the
damand Tor reserves o unantidpated shifts in the supply of funcs.

Staringin themid 19807, the el ofbormonad resernves dearly became an unre
ebE qperatingguice D uing the 1985-199 1 period the numberof i lures ofbenks
and thrftirnsttiutias exosded that of any periad sinae the 6 reatD epressian. T his
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wes acaompanied by an active ilnvohemantofthe discountwindon A s aresult many
banks became rebLdant o twm 1o the windowvorfeer of proxdding market ancams
ebautthar..nrendal aadition. T agetherwirth the introduction of the FederalD epasit
Insurance Capaatian A ctin 1991, targeting of baroned reserves Wes abandaned
in favaroftargeting the federal Tunds rate the alkeedy de fecto perating procsdure
sinee lbgbefoe te aisis. Tadky aftereedn Ol C meeting the new bel orte
Beral TUncs rake targetis publidy anauncad - apradice thatstarted in February
4, 199 4. Fortunaiely, the reaardcs priarto this dake have beacome recatly aa Ebe.

IDE TIFYING M ON ETARY POLICY

H o suassssiul is the Federal R esenve in mantaining the er ectinve federal Tuncs
rate doe oits |are? Fgure 2 dgicts the waeskly aerage deviation of the er ecline
Beral TUncs rate fron is dojectne sinee 19 84. A side from afewvautliers anaerae
this deviatian is goprodmately zero with a stendard deviation of 20 besis pants.
D evatias are repidly eiminated many times within e artnodays. Itis thereiore
sale to anduce that the T rading D esk suaessully aorok the amauntof Equidity
in the systam in its daly garatias ad is eble 1 ebide O the targetissued by the
Rl C.

T he Fedaral R eserne thus, aconducts manetary policy by aatrdling shartterm in
tersst rales a targeting the federal TUnds rate. T he targetis adjusted in amamer
that the Federal R eserne eeacts Will heb adhieve fTuture gak Torwage and price
infation real autput enpbyment edance raless aeditmarketaditias ad the
health ofthe .. nendal systam. H onever; adjustmanttofthe targetis afar ss dynamic
procss then the dal ly aoductofFgpen market peratias. Forthe periad thatstarts
inll ardh 1984 o todhay, the taxgethes been adjusted an aerace o evary 6nesks,
sanetimes a6 often as ae awek sanetimes as seldon as axe ayearad beyad.
Furthbermare the taxrgetis adjusted in imited anaunts (gaerally inaemeants of 25
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besis pants) ata restraned deliberate pae the direcian ofwhidh is seldom im-
mediakely rmersed. T hus a typical pdicy actian is impkEmated over the acourse of
saveral waesks areven manths wth gredual moematts in the same directiaon.

T he implicatias of the dynamic beéhaiar of the Fedaral R eserve in acoducting
maetary poligy ar ect the axe of the resuls thatare ound in e VA R erature
W hatwewaud ke tomessure is, Tareampk whatdetermined the FederalR esenve
10 rase intersst raess by 25 basis pants attrell ad 1997 mestingofthe Ol C
and what impact did that rase hae an the ecoany. By takdng the sngp-shot of
e ecoany at the time priar © the mesting ae shauld be abke 1 udastard
bettervwhat diines the FedaralR esene o dnange interest ratss. 4 Hermatively wWhen
the Federal R eserve dedded O maintain interest rates undanged fran September
1992 toFeoruary 199 4, this wes abo the resullit of aonducting pdicy —  the Federal
R esene’s respase o e “aeditaud.”

Aan an irstitutianal pant of view the fedaral TUnds ralie arget o as a dear;
well de..ned mammer in whidh 1o messure maetary pdicy ad its impact an the
eaonany. AHan the statistical pantofvien this is a dallegng pragpasitiatr T he
tagetis daengd inegubrdy in ime ad in disaete inaemats of 25 besis pants.
T hus, investicatian of the exagenas ampaent of maetary polioy reguires bang
abke o madel notanly hawv mudh will the Federal reserve dnange intersst rates by
butakowhen will thataction Ele plbe

R essaxch by R udgbusdh (199 5) hes alreedly producad same ineresting results. By
smubating the mamer in whidh the Fedaral R eserne adjusts the federal Tinds rate
aset are an ephln the varying abi ity ofterm spreecs 1o Taecast uture interest
raiss abdic eranthanizacs. T he...ndings inthe term-structure erature areaxrsisia it
writh the raticnal eqedtatias hypothesis and refectthe mannerin whidh the Federal
R eserve oaratss. H amilton and Jadh (199 7) have suasssiilly introducsd a time
series duratian madel gpebk of farecssting TUture target adjustmatts and gpebe
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offorecssting the magnituce ofsudh adjustmantts, all coditiaal an pastinfamatian
an targetdangss as well as athereconamic \variabks.

T he fderal s rate target provides a good vway o idantify manetary polioy. A
dagper bk at this variebe no daubtwill yied mare insigitinto howvdaedsias are
maecke atthe FederalR eserne. A nalysis ofthe reection Tunction ofthe Federal R esene
and the evalatian afpadicy wi ll surely Ollov this direciaon.
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Figura 1. El Mercado de Reservas
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Nota: El subindice E serefiere a esperado. El subindice R serefierea
realizado

FFR = Tasa de Fondos Federales.

DR = Tasa de Descuento.

NBR = Reservas no prestadas.

BR = Reservas prestadas.
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Figura 2. Desviaciones: Tasa de Fondos
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