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Since the last meeting of the FOMC, the dollar has come under several bouts of 

selling pressure in response to a variety of uncertainties.  The underlying concerns, of course, 

remain the same.  On the U.S. side, the market remains pessimistic about the outlook for our 

trade and current account deficits and about our inflation rate.  Most market participants are 

willing to accept that, in contrast to a year ago, U.S. officials are now making sincere efforts to 

deal with inflation and to shore up the dollar in the exchanges.  Nevertheless, considerable 

skepticism remains over how successful these efforts will be and it won't be erased until clear 

progress shows through in the numbers.  That skepticism applies to other countries' efforts as 

well—on Japan's resolve to reduce its trade and current account surplus and on Germany's ability 

to generate more growth—and these considerations also tend to weigh adversely on market 

sentiment toward the dollar. 

New indicators on economic fundamentals during the past month have been mixed, 

but the market's attention has been on other matters.  First, the further sharp run-up in the 

Japanese yen eventually unsettled other markets, leading to broader selling pressure on the dollar 

by late June. 

The focus of attention then shifted to the series of high level meetings, within the 

EEC in Bremen on July 6-7, and the Seven Nation Summit in Bonn this past weekend.  Before 

the meetings, the newspapers and tickers were flooded with reports and commentary on the 

points of possible controversy.  In this atmosphere market participants took little heart in what 

they heard, expecting that at best the meetings would lead to no meaningful policy changes and 

at worse they could be a fiasco.  



For many dealers the safest bet was to be flat or moderately short of dollars.  This 

added to the general softening of dollar rates.  The Bremen meeting resulted in an agreement 

among the EEC heads of state to seek what they call a wider zone of monetary stability, within 

Europe.  The scheme, which will still require intensive negotiation both of important conceptual 

points and of technical details at first envisages drawing the wayward currencies such as the 

pound sterling, the French franc, and the Italian lira back into a closer relationship with the 

current snake.  At a later stage, a new parity system would be developed, around central rates 

based on a basket of currencies called the Foreign Unit of Account, the FCU.  A pooling of gold 

and exchange reserves, of 20 percent of each member’s current holdings of each is also 

envisaged.  The announcement set a target of early December for completion of the plan, for 

introduction next year.  Along with some shifting of relative values of some of the EEC 

currencies—the French franc in particular strengthened—the immediate reaction in the market 

was to sell dollars, on the view that the agreement was in some way anti-dollar.  To some degree 

this is true, but the implications are mixed and only time will tell whether final agreement can be 

reached on the particulars and then whether the agreement will stick.  In any event, as traders had 

second thoughts, the dollar began to firm early last week as the Bonn Summit approached.  The 

results of the Summit were not very specific but that the U.S. promised to act by year-end to 

reduce oil imports and promised to act by the end of August on growth.  

So far the market reaction has been positive for the dollar, which has firmed 

somewhat further.  On balance, however, the dollar is lower than it was at the time of the last 

FOMC, by about 1 percent against the mark and 4 percent against the yen.  

The market may now settle down to focus on more normal considerations.  This 

includes, I'm afraid, the course of monetary policy and interest rates in the United States.  In that 



connection, many market participants and some central banks ascribed the dollar's decline in 

early July in part to the reaction to the split vote of the Board of Governors on the quarter-point 

discount rate increase on June 30.  I might add, however, that I believe that the sizable interest 

arbitrage differentials in favor of the dollar have been a major reason for our not having to 

intervene very much over this past month.  

In all, we intervened on three occasions in marks, for $91.7 million, of which, 

under the 60-40 split, $55 million was for the System.  These were all out of balances on hand.  

We also sold                       of Swiss francs, at times when the rise of that currency was unsettling 

the markets generally, of which half was for the account of the Swiss National Bank, as their 

agent, and half for System account, financed by drawings under the swap line.  As you recall, we 

conducted similar modest operations in Swiss francs early this year, based on swap drawings 

which were subsequently repaid at a profit.  

On repayments of mark indebtedness, the Desk acquired a total of $491 million of 

marks from the Bundesbank in connection with capital export conversions and German 

government payments to the United States, from other correspondents, and a small amount in the 

market.  In view of the dollar's weakness over recent weeks, we have not been aggressive in 

trying to buy marks in the market but with the positive reaction to the Bonn Summit, we have 

resumed our program of overnight orders.  In all, we repaid a further $219.4 million of swap 

drawings for the System, reducing the total to $824.3 million, or some 45 percent of the $1,844 

million peak.  Similarly, we repaid $150.7 million of the Treasury's swap drawings, reducing that 

total to $315.7 million.  On the 60-40 basis, when the Treasury swaps are completely liquidated, 

the System will still owe $350 million.  In any event, while we continue to make progress, the 

System's loss continues to creep up, now to $22 million on a realized basis.  



Recommendations  

In August, we have coming up for maturity 10 swap drawings in the amount of $315.2 

million equivalent of German marks.  All will be for second renewal, which is agreeable to the 

Bundesbank.  I recommend that we renew them.  
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Recent economic intelligence supports the likelihood of

continued growth over the remainder of the year, but as Jim Kichline

has noted, there are clear indications that the pace of expansion is

moderating. Real GNP gains, portrayed in the first chart, have

swung widely in the first two quarters of this year, reflecting

mainly the impact of unusual weather and the coal strike. But on

average, the increase in the past half year has been in the 4-1/2 per

cent annual rate range, about the same as in the latter half of '77.

We project that real growth will slow to about a 3-1/2 per cent rate

in the second half of this year, and with the exception of a temporary

fillip associated with the tax cut in early '79, to ease further

over the balance of the projection period.

The major force retarding growth in our forecast is the

expected decline in residential construction. As the top panel of the

next chart shows, total home sales appear to have topped out around

year-end, and--abstracting from weather-induced gyrations--have
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moved down since then. While construction activity remains at a

high level, the steady decline in commitments at S&Ls so far this

year--shown in the middle panel--underlines the likelihood of a

continued weakening in housing starts over coming months.

But we expect that starts--the bottom panel--will stabilize

at around 1.7 million units in 1979, with mortgage markets supported

in large part by funds made available through Federal programs. The

success of the recently introduced savings instruments in sustaining

the flow of deposits to thrift institutions should help to avoid a

sharper decline in housing activity.

The next chart illustrates another sector--Government, whose

contribution to over-all economic expansion appears likely to be

moderating from the recent pace. As the top panel shows, real growth

of total government purchases--Federal, State and local--is expected

to be off significantly in 1978 and 1979 from the 1977 rate of increase.

At the Federal level, a relatively small ^real^ rise in purchases is projected

for '79.
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Growth in State and local spending is also expected to be quite moderate

as the impact of Federal counter-cyclical grants programs trail off.

Furthermore, the tendency for States and localities to pursue

conservative spending practices undoubtedly has been reinforced by

California's Proposition 13 and the likelihood of similar actions

elsewhere. But as illustrated in the bottom chart, we also expect these

jurisdictions in aggregate to draw down their operating budget surplus to

^avoid^ drastic spending cuts in the coming period.

In the business sector, the outlook continues to appear

promising for moderate growth of capital spending. As the top left

panel of the next chart shows, real new orders for nondefense capital

goods have been rising at a good pace -- an 8 per cent annual

rate so far this year. Commercial and industrial construction (the

right panel) has been showing even greater momentum--increasing in

square feet terms, at a 50 per cent annual rate. However, survey

results on anticipated capital spending plans for 1978 are

less promising than these data, and we continue to take something of a
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middle position--forecasting a rate of real growth for business

fixed investment of slightly under 5 per cent over the next year,

with some slowing in late '79. Thus, activity in this sector is

expected to be providing continued, ^albeit^ diminishing,support to over-all

economic growth.

On the positive side, the trade deficit is projected to

stabilize over the next year, removing one significant drag on the

economy. But in aggregate, the outlook for the key income-generating

sectors suggests a loss of momentum over the next six quarters. As

indicated in the next chart, this results in a damped rate of rise

in disposable income, particularly in real terms--the lower, red section

of the bars. As illustrated in the bottom panel of the chart, we

anticipate a rather moderate rate of increase in real personal

consumption expenditures to accompany the slowing in income growth.

The transitory rise in spending in the first half of 1979 represents

the initial response to the assumed tax cut next January 1st.
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That tax cut operates to offset the potential for a further

weakening of activity in early 1979. In addition to the other factors

mentioned, growth of disposable income will be cut this year and next

by increased taxes for social security and unemployment insurance,

as well as by the continuing revenue drag resulting from the inter-

action of inflation and a progressive income tax.

The details of the tax increases are spelled out in the next

table. Together they involve a drain on the income stream of about

$14 billion in 1978, and a slightly larger effect in 1979. But as is

evident in the lower portion of the table, these fiscal restraints

would be just about offset in '79 by the proposed $19 billion tax

cut--$l-1/2 billion of which is retroactive to 1978. With the tax

cut, real GNP growth is projected to ^advance^ to a 4 per cent annual rate

in the first half of next year. As the initial impact of the fiscal

action diminishes, however, factors tending to retard growth again

are likely to dominate, and real gains in GNP are projected to recede

to about a 3 per cent rate in the second half of 1979.

Consistent with the projected moderate pace of activity is
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a significant slowing in employment gains, as illustrated in the top

panel of the next chart. While a moderation of labor force growth

from the recent extraordinary pace is also expected, it is probable

that unemployment-- shown in the bottom panel--will show little

further decline from current levels, and will turn up somewhat toward

the end of 1979.

As the next chart illustrates, we anticipate no real

improvement in the rate of inflation over the projected period,

other than a slowing in food prices later this year. Spot

prices for cattle have come down, and fruit and vegetable prices

are projected to drop as new supplies hit the market. But as shown

in the middle panel, food prices are still expected to continue up at a

faster pace than in any year since 1974. As shown in the bottom panel

of the chart, prices exclusive of foods, are projected to rise at a

7 per cent plus rate through 1979.

Continued cost pressures are the major factor driving these

prices. As is evident in the top panel of the next chart, wage rates
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have been moving up at an accelerated pace since the end of 1976,

reflecting large negotiated union settlements as well as increases

in the minimum wage. This acceleration also reflected

a tendency for wage increases in the relatively lower paid, less

unionized, sectors such as trade and service to move more closely in

line with increases in the heavily unionized manufacturing industries--

as shown in the bottom panel. This is fairly characteristic of a

firming labor market.

Recent large price increases are expected to continue to

influence wage settlements in the heavy round of contract negotiations

scheduled for next year. Moreover, further boosts in the minimum wage

and in social security taxes are scheduled for the beginning of '79,

and in fact, on into the early 1980's as well. Since

little help is likely from improved productivity performance, unit

labor costs are expected to continue rising at a rapid pace, suggesting

no easing of the pressure on prices, despite the moderate pace of economic

growth.

Ted Truman will now discuss the international sector.
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REPORT OF OPEN
MARKET OPERATIONS

Reporting on open market operations, Mr. Sternlight

made the following statement.

Desk operations since the last meeting of the Committee

were directed initially at moving the Federal funds rate modestly

higher--from 7 1/2 to 7 3/4 percent--and then at holding that

higher level. Estimated growth of the aggregates for the June-

July period remained reasonably well within the Committee's

ranges--though the growth rates reviewed in early July were fairly

substantial, pressing toward the outer edge of the typical zone

of indifference observed by the Desk. By last Friday, new esti-

mates of the growth rates incorporated a sharp bulge in the July 5

week, but also an estimated decline in the July 12 week, and the

two-month rates were actually pared slightly from those of a week

earlier.

In practice, the weekly average funds rate hewed quite

close to the 7 3/4 percent objective, although there was intraweek

variation. Thus, the rate pushed to around 8 percent or a little

higher in the closing days of June, as banks sought to manage

their reserve positions with extra caution around the end-of-

quarter statement publishing date. Heavy System injections of

reserves to combat that undesired firmness caused the money market

to ease noticeably in early July, calling for comparably massive

efforts to absorb reserves on a temporary basis. Considerable

firmness also developed yesterday, with Federal funds pushing

close to 8 percent despite repeated desk efforts to pump in reserves.



In meeting reserve needs since the last meeting, the

System was a sizable outright buyer of securities early in the

period, a moderate seller about midway through the inverval, and

a moderate buyer again in the closing days. Over the period,

the Desk bought $861 million of bills in the market and $1,279

million of bills from foreign accounts, while sales of bills to

foreign accounts totaled $466 million. Also in the early part

of the interval the Desk bought $301 million of Federal agency

issues in the market--a more modest purchase of agencies than on

other recent occasions.

A few days after buying the agency issues, we began

mentioning in routine conversations with dealers that the Desk

would probably seek to undertake some modest sales of agency

issues on occasion when it fit with reserve objectives, avoiding

times when the market seemed especially vulnerable to upset.

These conversations elicited mixed reactions--mostly mild, though

a few dealers expressed concern despite our reassurances. In any

event, the market is now on notice that such sales could be under-

taken.

The Treasury was quite helpful to us in facilitating

operations around the end of June, moderating their calls on tax

and loan accounts and even making a billion dollar redeposit to

hold down their Federal Reserve balance. The modifications

made a difference of some $4 billion in the average Treasury

balance in the July 5 week.

Interest rates moved higher across a broad front during

the past month, very roughly in line with the 1/4 percent rise



in the Federal funds rate. Bill rates rose somewhat more than

the funds rate, with 3-month issues up around 40 basis points,

possibly reflecting an abatement of foreign official purchases.

In yesterday's auctions the 3- and 6-month bills yielded about 7.11

and 7.50 respectively, compared with 6.67 and 7.23 percent a

month earlier.

The day of the last meeting, the Treasury sold a 2-year

note to yield 8.32 percent. Although bidders appeared to be

anticipating the higher funds rate that emerged a few days later,

the issue sagged in price soon after the sale and it currently

yields about 8.46 percent. Another 2-year note is to be auctioned

later this week and the market expects a yield around 8.50 percent--

a level that could attract sizable disintermediation.

Among longer-term Treasury issues--5 years or longer--

yield increases were mainly 20-25 basis points, including sizable

20 basis point increases in some of the longest issues. One

factor weighing on the longer end was the $1 3/4 billion issue of

15-year bonds, which was well bid for on June 28 at an average

yield of 8.63 percent, but which slipped in price to yield about

8.67 percent by the period's close. More fundamentally, though,

the market's weakness was a response to continuing evidence of

inflation, anticipation of firmer System policy sooner or later,

and prospects of heavy Treasury and other credit demands in

coming months. The 1/4 percent rise in the discount rate an-

nounced June 30 was fully expected and even "over-expected" in

that many observers had looked for a larger rise. The small size

of the change initially provided some relief and support to the



market, but a more sombre appraisal developed later along the line

that the central bank and the financial markets will eventually

have to face up to stronger medicine. Indicative of their sober

view, Government securities dealers ended the period with a net

short position of about $1.3 billion in over-one-year coupon

issues, a little deeper than the $1 billion short position a

month earlier.

In the month ahead, the Treasury will be raising ad-

ditional funds in the market--$300 million in one-year bills

tomorrow, about $750 million in 2-year notes to be auctioned

Thursday, and perhaps about $2 billion in the August financing

to be announced a week from tomorrow. The System Account holds

$3.2 billion of the notes maturing August 15, and we would plan

as usual to roll these over into new issues in about the pro-

portions those issues are offered to the public.

Finally, I should mention that the Trading Desk began

a few weeks ago to trade with another dealer in Government se-

curities--Morgan Stanley and Company, which has long been a

major underwriter of corporate issues and recently has developed

a capability in Treasury issues.




