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March 2, 1973

MEETING WITH THE QUADRIAD 
Saturday, March 3^— L9lZ3 
10:00 A.M. (60 minutes) 
The Oval Office

From: George P. Shultz

I. PURPOSE
Briefing on the domestic and international economic
situation.

II. BACKGROUND/ PARTICIPANTS & PRESS PLAN
A. Background: You requested this meeting with 

the QUADRIAD to be brought abreast with the 
current economic situation. Chairman Stein 
will give an overview of the domestic economy; 
Secretary Shultz and Chairman Burns will brief 
on international economic matters. Paul Volcker 
will be standing by should it be useful to include 
him in this part of the discussion. ..

B. Participants: George P. Shultz, Arthur F. Burns,
Herbert Stein, Roy Ash

C. Press Plan: Meeting to be announced.
III. POINTS OF DISCUSSION

A memorandum on the domestic economy is attached
at Tab A.
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THE CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS

WASHINGTON

MEMORANDUM FOE THE PRESIDENT 

Subject: The Economy at the Beginning of March

M arch  2, 1973

In: the la st month anxiety about the future of the economy has 
increased . This anxiety seem s to focus on four points.

V
F ir st , there is  fear that the inflation w ill speed up again. The 

interpretation of Phase III as soft undoubtedly has much to do with th is, 
esp ecia lly  in conjunction with rising food p rices which m ight trip off 
fa ster  wage in crea ses . The price effect of devaluation a lso  weighs on 
the inflation sid e, as does the idea that we are approaching a ceiling  of i 
the econom y’s capacity m ore rapidly than was once expected. On the (f 
other hand, confidence in the restr ictiven ess of f isc a l and m onetary  
policy  is  probably greater than it was in January.

Second, there is fear that interest rates w ill r ise  substantially. 
This is related  to the inflation fear in two ways. One is  that the ,
"inflation premium" in in terest rates would be risin g . The other is  that 
the F ed eral R eserve w ill tighten money and ra ise  in terest rates in order 
to check inflation. There is a lso  som e thought that the F ederal R eserve  
w ill ra ise  in terest rates in order to support the dollar in exchange 
m arkets. B elief in higher in terest rates could be a m ajor factor in the I 
decline of the stock m arket. . I

Third, there is  fear of "instability" in the international m oney I 
m arkets. It is  unclear what this m eans, other than a further decline 1 
in the value of the dollar, or what adverse effect it would have on the 
U. S. economy, aside from  the attempt to prevent it by tighter m oney.

Fourth, there is fear of a recession . This m ust be d istingu ished | 
from  a slowdown in the rate of expansion, which is desirable as we | 
reach full-em ploym ent. What is  meant is  a m ore marked slowdown, 
holding the economy below its potential growth rate and causing som e
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r ise  of unemployment again. The current favorite scenario  for a r e c e s 
sion starts with an ex cess iv e  expansion in the f ir s t  part of 1973, with 
shortages of labor and capacity, r isin g  p r ices , extraordinary inventory  
accumulation and tem porarily  large f isc a l stim ulus. This is  then 
followed by a slowdown as the f isc a l stim ulus disappears, the current 
investm ent boom peters out and inventory accumulation shifts m arkedly  
downward - -  a ll of this being accentuated by the delayed effects of the 
F ed eral R eserv e 's  efforts to check the boom.

An exchange of view s on these anxieties would be a useful agenda 
for the Quadriad.

Our evaluation of these m atters in CEA and d iscussion  of them  in 
the Troika leads to the conclusion that while these fears cannot be 
d ism issed  they are being considerably exaggerated.

Our confidence on the inflation side reflects  only in part relian ce  
on Phase Ill's  club in the c loset. It r ests  m ore on the underlying 
demand-supply forces that w ere at work in 1972 and are s t il l  at work in 
1973. We b elieve that there is s t i l l  a good deal of room  for expansion  
of non-farm  output, as evidenced by figures on capacity utilization and 
unemployment rates of adult m ale w orkers. We expect a m arked change 
in the food price situation, after m id-year. The non-food sector continues 
to be fa irly  w ell-behaved. We w ill have a w orrisom e period of se v er a l  
months in which there w ill be danger of a rapidly rising CPI kicking up 
wage in crea ses , but that danger is  not irr es is tib le .

We expect that in terest rates w ill continue to r is e , at le a s t  on the 
short end, but do not regard that as adverse. On the contrary, an effort 
to prevent a r is e  of in terest rates by pumping in m ore m oney could be 
dangerous. A r is e  of in terest rates is one of the m eans by which the 
expansion is  m oderated.

The turm oil in foreign exchange m arkets w ill undoubtedly be a 
subject for d iscu ssion  at the Quadriad m eeting. In my opinion, th is  
turm oil has little  if  any adverse effect on the dom estic economy. I believe  
that’ U. S. businessm en are not frightened by it  anymore and that 
increasing numbers of them welcom e the opportunities created by the 
devaluation of the dollar.
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We do not see  the signs of a hyperthyroid expansion now underway 
or im m inent that would generate a recess io n  la ter . Although som e of 
the argument for this path depends on ex cessiv e  inventory accum ulation  
there is  as yet no evidence of th is, either in the current rates of 
accumulation or in the ratios of inventories to sa le s . New orders for 
producers' equipment continue very strong, suggesting we are not near  
the end of the capital goods expansion. We w ill have m ore inform ation  
on investm ent intentions on Monday.

When a ll this is  said, it is  a lso  n ecessa ry  to recognize the 
uncertainties ahead. We are approaching a period when we w ill be 
expecting m ore of econom ic perform ance than we have for sev era l years. 
In the past tw o-and-a-half or three years any expansion was good and 
hardly any rate of expansion could be too much. In 1973 and 1974 
perform ance w ill be judged m ore rigorously and we w ill be expecting the 
path of the economy to stay within a narrower range. When we started  
from  an unemployment rate of 6%, whether we ended the year at 5. 2% or
4. 8% was not a serious m atter. If we once hit, say, 4. 5%, the difference  
between then going to 4 . 3% and going to 4. 7% m ay look like the d ifference  
between b liss  and m isery . The sam e point applies on the inflation sid e.

We w illb e  back to the problem  of m astering the bu sin ess cy c le . 
While there is  reason to believe that we know how to keep the bu sin ess  
cycle within narrow er lim its than w ere previously experienced we su rely  
have not learned now to elim inate fluctuations or probably even to keep  
them  within the lim its that many people have come to expect.

This ra ises  a number of questions about policy for 1973 and 1974. 
Within what range of tolerance would we expect to hold the econom y's 
path? On what signals should we intervene to correct deviations? How 
can we in crease  the flex ib ility  of our interventions? How can we prevent 
being judged by ex cess iv e ly  rigorous standards?

T hese are questions on which work is  proceeding under the aeg is  
of the Troika. They are, however, questions relating to contingencies, 
which include the p ossib ility  that we m ay have to decide later in 1973 
whether to take steps to support the economy in 1974. H owever, th ese  
questions do not suggest a change in policy now.

H erbert Stein
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