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months o f  1 . 9 7 8 .  L e a d s  and l a g s  w e r e  a m a j o r  a d v e r s e  f a c t o r .  

I n  e f f e c t ,  a i r n o s t  e v e r y o c e  who v a s  ~ o i n g  t o  s e l l  d o i l z r s  i n  

e z r ! ~ y  1 9 7 9  h a d  s o i d  t h e m  i n  ] . a t e  1 9 7 8 .  T h u s  dollar r a t e s  

s t a b i l i z e d  ir: t h e  f i r s c  w e e k s  o f  J 2 c u i r v  oore  o n  t h e  l a c k  

o f  new s e l l i n g  p r e s s u r e  t h a n  iis a r r s u ! :  o f  b u y i r i g .  

T r k i n f  advanta:. 0 -  o f  t h e  o ' c . l l a + ' s  b e t t e r  cone . ,  

o n  J a n u s r ?  18 t h e  B u z d e s b a n k  t c o k  s t e p s  c s  a b s o r b  S C E E  of 

t h e  e x c e s s  l i q u i d i t y  i n  t h e  G e r n a n  b ~ n k i n g  s y s t e ~  through 

2 t i $ h t e n < r g  p i  r e s e r v e  r e q u i r e m e n t s  an.$ a h f k e  i n  t h e  

L o ~ b s 1 - 2  r a t e ,  T h e  S v i s s  2 n d  .Ii?p,ai:c;~e a u t ; : o r i t i e s  2150 

r e l a x e i  s o m e  sf t h e  = o r e  c n e r c 3 s  b i r r i e r s  t o  i z f l s x s  o f  

f u n d s  v k i c h  r k e j -  h a d  impose6 l e s t  y e s r .  T 5 e  C ? r m a n  cl;.cttar:; 

p s i i c y  s t e p  I n  p e r t i c u l a r  g a v e  u s  a l :  2 rez: .  ? c a r e ,  b u t  t l i z  

2 c t l i z z ' s  resiliency i n  :kc  $:ice r f  su:h z c t i ~ n  % G ? Z E  ';3 

in ; r2ss  t h e  m a r k e r .  

T h e  n e ~ r  t ; ~ r d ; e  i c r  t h e  m a r k e t  x e s  t i is  

p r e s ; < e n r ! s  5 T 6 t C  c f  ! ? c  L r i o n  a d c i r e s s  a n d  b u d g e t  p r e  

sit:: f o i l o w - u p  t e s t i m o n y  b y  senior c i f i c i a l s ,  i n c l u d i n g  

Z h 2 i r x s . r ;  E: i l l er  a:, S e c r e t a r y  B l . u m 2 n t h a l .  A t  f i r s t ,  t k e  

n ; s r k e t  r e i n a i n e d  skeptical n h o c t  t h e  ~ . e s s a r e  c o r n i n g  out o f  

h ' a s h i i i g t o n  01 austerity i n  : I s c a l  p o l i c y  ar id  r c s i r s l . n L  j a  

m o n e t a r y  p o l i c y .  B u t  r e p o r r s  t h a t  Congress was p e r h a p s  i n  

a r e c e p t i v e  mood a d d e d  t o  t h e  c r e d i b i l i t y  o f  t h a t  r r e s s i g e .  

M o r e o v e r ,  io m a n y  m a r k e t  participants h e r e  2nd z b r o a d  t h e  

f a c t  t h a t  t h e  F e j e r a l  f u n d s  r a t e  r e m a i n e d  s t e a d y  e v e n  a f t e r  

some w e e k s  o f  weak ~ o n e t a r y  a g g r e g a t e s  w a s   see^ a s  t a n g i b l e  
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e v i d e n c e  o f  t h e  d e t - r m i n a t i o n  o f  t h e  Z 1 . S .  a u t h c r i t i e s  t o  

d e a l  w i t h  t h e  i n f l a t i o n  a n d  d c l l a r  p r o b l e m s .  

A t  t h e  6.ime t i m e ,  t h e  p r o l o n g e d  p o l i t i c a l  

u p l i f ; > \ : a l  in I r a n  !:ch*,an t c  i - ; ; i s e  s e r i o u s  e c c n o r n i c  q u e s ~ i c . r ! c ,  

s t e m m i n g  f r o m  t h e  h z l t  o f  t h e  c i l .  e x p o r t s  f r o m  t h a t  c o u n t r y  

o n  o n e  h a n d ,  and  t h e  p c t e n t i ~ l  c a n c e l l a t i o n  o f  m a i o r  i m p o r t  

( L i n t r a c t s  b y  t h e  i r a n i a n  g o v e r n m e n t  a n d  I r a n i a n  f i r m s  o n  

t h e  o t h e r .  M c r e o v e r ,  t h e r e  was  t h e  i ~ m e d i a t e  p r o b l e ~  o f  

.. ho.2 Ire? 3 2 s  : c  7sy i t s  ~ u y y i - ~ l t  bills. The rn.r::er ~,rr2: - ; i .v  

c a m e  t o  t h e   vie^:, i1s G o \ - e r n a r  h n e e  s u ~ a e s t e 2  I n  :he 3 e c e ~ b e r  

-:eeting, t h a t  r 5 e  T r z n i a a  ~ i f x 2 t i ~ i :  w?s ~ o t e n t i s l l y  m C r e  

d a n g e r o u s  t 3  J a ~ a r  2 n d  l i ~ s t e r a  E u r o p e  r h a c  t h e  2 . S .  

,- o 3 s e q u  cr n t 1 v 2 ,  t F, E 1 r 2 n i r. I e -,- e 1 er . t  j.;? 13 S O T E  i a r s e  

s h i f : s  o f  f u n d s  i n t o  " i i n r s .  Ji: par: ,  r h i s   as s t t r i b u t e d  

t c  c - s p o r t e r c ;  i:: ::er:s;c)- 2nd 2 '3j! jn  w h o  h a 3  z l r e a d p  s c l d  

d o l l a r s  i c r w a r d  a g a i n s t  : h e i r  0%-n c u r r e n c i e s  a n d  n3w r e v e r s e d  

t h e : c s e i v e s  c n  ?.he p o s s i b i l i t y  t k a t  t h e y  w o u l d  n c , t  b e  r e c e i v i n g  

d o l l a r s  a f t e r  a l l .  I n  p a r t ,  i t  w a s  b y  some p o r t f o l i o  m s n s g e r s ,  

who s a v  t h z  I r a n i a n  s i t u ; t i r ; n  a s  b e i n g  a m a j o r  u n c e r t a i c r y  

f o r  t h o s e  c u r r e n c i e s  f c r  s e v e r a l  m o 3 t h s  i f  n o t  ! ~ o n g e r .  ~ r , e  

r u s n  l i a s  n o t  a l l  i r r s  d o l l z r s ;  t h e  g o l d  ? r i c e  a n e  o t h e r  

c o m m o d i t y  p r i c e s  h a v e .  b e e n  s c r o n y , .  

T. 

/ is t h e  ? ~ a l s i ~ c p -  ci exci:afigil  n,zrk.et f o r c c s  b e g a n  

t o  ti? i n  f a y o r  o f  r k e  d o 1 l i . r  ii-. !a:€ J a n u a r y  t h o  i x t e r e s t  

r a t e  d i f f e r e n t i a l  s i i d d e n l y  b e g a n  t 3  b i t e ,  v j t h  t h e  t h r e e -  

m o n t h  E u : - - d o l l n r  r a t e  i i i o ~ e  t l in r ,  6 p e r c ~ n r  n b o v e  t h s t  f o r  
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i ! u ru - i sa r l i s ,  U I I ' T F  ~ 1 1 3 1 1  ij p?cri.t '; i:  o v e r  t i l e  r a : c  i r ; r  ! ; u r o - y e l ; ,  

a n d  1 0  p e r c e n r  o v e r  t h r e e - m o n t h s  f o r  E u r o - S w i s s  f r a n c s .  

The m o v ~ n e n t  i n t o  d o l l a r s  o n  t h e  l a s t  d a y s  of  

J s n o a r y  and t h e  f i r s t  d a y s  o f  F e b r u a r y  was i n  v e r y  s u b s -  

t a c t i a l  vo lume arid w o u l d  h a v e  l e d  t c  a s h a r p  r a l l y  f c r  

t h e  d o l l a r  e x c e p t  E o r  t h e  m a s s i v e  i n i e r r e n t i o n  o f  c e x t r a l  

b a n k s .  L e s t  w e e k ,  we and t h e  Cerman,  S w i s s ,  a n d  J a p a n e s e  

c e n t r a l  b a n k s  s o l d  a t o L J 1  o f  $ 1 . 8  b i l l i o n  i n t o  L h e  C 1 3 r k e t .  

T h i s  w a s  p a r t l y  tc a v o i d  :he o u t b r e a k  o f  d i s e r t r r l y  

c o n i i t i o n s  o r  t h e  u p s i d e  f o r  t h e  d o i l s r  z n d  7 2 ~ ~ 1 ~  t o  e n a b l e  

u s  t o  r e p a y  s x a p  d e b t .  The  r ' o i i a r  s e t z l s d  b a c k  somewhat  

y e s t c r d s y  and  t o d a y .  Ir:  a l l ,  iron t h e  e a r l : >  2 t n u a . r :  p e a k  

of S5.i b i l l i i . n ,  ~~2 h a v e  r e p i f d  B t c t e l  of $ 1 . 5  > i l l i o z .  

T t i  S w i s s  f r a r i c  d e b t  h a s  beer?  h a I v e 2 ,  t t :e  J a p a n e s e  P E C  

d.5: c l e a r e d  a x a y  c o ~ ; p i e t e I p :  and  t h e  %a:&: d e b :  h . z s  b e e n  

I .E l ! . i iPz  h.- -! L . j _ i  ( - 1  ' ' n j l l i ~ , ~ ~ ~  i:o S.3.?> k , 5 l l j c ~ : .  

; ~ ; ' i s t  s ; r c j s ,  h o w e v e r ,  t l i i t  ;-!1at w e  saw l a s t  r;eek 

was a s h i f t  o f  p e r c e p t i o n  sf r i s k  o n  t h e  p a r t  o f  m a r k e t  

p a r t i c i ~ ~ : : n : s  7:1t ; I  c ) i ~ ~ : , i .  i n  : n r  m n r k r t ' s  r v ~ l u n t i o n  

C F  : ~ ~ ; J ~ i ; > e n i i ~ l s .  S l g ! i i l i : ~ n :  ~ . i ~ p ~ ~ ~ . : c ; : . e n t  5 n  t!ie U . S .  r r a l e  

d e f i c i t  i s  s t i .11  a f o r e c a s t  r a t h e r  t h a n  a n  a c t u a l i t y .  And 

e x p e c t a t i o n s  a b o u t  t h e  n e a r - t e r ~ i i  o u t l o o k  f o r  i n f l a t i o n  i.n 

t h e  U . S .  a r e  2 s  g l o o m y  i n  t h e  e x c h a n g e  m a r k e t  a s  b e t o r e .  

I t ' s  j E s t  t h a t  t h e  m a r k e t ' s  a t t e n t i o n  was  d i v e r t e d  t o  o t h e r  

c o n c e r n s  f o r  2 w h i i e ,  and b e a r i s h  p s y c h o l o g y  c o u l d  r e s u r f a c e  

v e r y  q u i c k l y .  



F.O.M.C. MEETING 
FEBRUARY 6, 1979 

R E P O R T  OF OPEN 
MARKET O P E R A T I O N S  

Reporting on open market operations, Mr. Sternliqht - 
made the following statement: 

During the seven weeks since the December 19 Conunittee 

meeting, the Account Management has aimed for conditions of reserve 

availability consistent with Federal funds trading at or slightly 

above 10 percent. This represented a slightly firmer stance than 

was sought just prior to the December meeting. 

ive weakening in estimated growth of the aggregates, the System's 

funds rate objective was maintained--in response to supplementary 

instructions from the Committee. Thus in late December, when the 

aggregates, taken together, were estimated to be slightly to the 

soft side of the specified ranges, the Desk was directed to hold 

its objective steady pending a further review at the Committee.'s 

telephone conference call on January 12. At that time, growth was 

estimated to be even a bit weaker but after reviewing broader 

factors such as the state of the economy, price behavior and the 

international position of the dollar, the Committee left the 

objective unchanged. 

in the two months ending in January showed up in the data becoming 

available late last week, but with today's meeting so close, the 

Account Management continued its approach unchanqed. 

Despite a progress- 

Significant further weakening for M1 and M2 

As it worked out, the funds rate was in fact at or slightly 

above 10 percent on most days. The exceptions were several days 



around year-end when t h e  combination of l a r g e  d o l l a r  flows and 

c a u t i o u s  bank r e s e r v e  management produced unusual demands f o r  

excess r e s e r v e s  which t h e  Desk  could n o t  f u l l y  meet, leav inq  t h e  

funds  ra te  h ighe r  than  d e s i r e d ,  and a few Wednesday af te rnoon 

o c c a s i o n s  of undesired ease o r  t i g h t n e s s .  The average r a t e  over  

t h e  whole pe r iod  was abou t  10.15 percent .  Discount  window borrowing 

averaged  a l i t t l e  over  $1 b i l l i o n  f o r  t h e  period--up s e v e r a l  hundred 

m i l l i o n  from t h e  p rev ious  in t e rmee t ing  per iod .  

To achieve  r e s e r v e  o b j e c t i v e s ,  t h e  System Account was a 

v e r y  s u b s t a n t i a l  o u t r i g h t  seller o f  s e c u r i t i e s  over  t h e  p a s t  seven 

weeks - - to  an e x t e n t  t h a t  r e q u i r e d  two i n c r e a s e s  i n  t h e  leeway t o  

change o u t r i g h t  System h o l d i n g s  between Committee m e e t i n g s .  S a l e s  

were n e a r l y  cont inuous  through t h e  pe r iod ,  e x c e p t  f o r  t h e  s e v e r a l  

days o f  t i g h t n e s s  around year-end, and aga in  yes t e rday ,  when t h e  

Desk provided  temporary reserves through r epurchase  agreements. 

T o t a l  s a l e s  and redemptions came t o  n e a r l y  $5.7 b i l l i o n .  T h i s  i n -  

c luded s a l e s  of abou t  $1.6 b i l l i o n  of b i l l s  and $360 mi l l i on  of 

agency i s s u e s  i n  t h e  marke t ,  about  $2,750 m i l l i o n  of b i l l s  s o l d  t o  

f o r e i g n  accounts ,  and $900 m i l l i o n  of b i l l s  redeemed a t  ma tu r i ty .  

The f i r s t  of t h e  large sa l e s  of b i l l s  i n  t h e  market  caused some 

temporary u n c e r t a i n t y  among t h e  l e g i o n s  of Fed w a t c h e r s ,  l a r g e l y  

because of t h e  i n f r e q u e n c y  of such sales,  b u t  t h e  second sale  of 

b i l l s  and t h e  sale of a g e n c i e s  w e n t  off wi th  b a r e l y  a r i p p l e .  
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Severa l  f a c t o r s  combined t o  produce t h e  abundance of 

r e s e r v e s ,  inc luding  d e c l i n e s  i n  Treasury ba lances ,  high f l o a t ,  

seasonal r e t u r n  flows of currency a f t e r  t h e  year-end, and l a t e r  

i n  t h e  pe r iod  r educ t ions  i n  requi red  r e s e r v e s  and warehousing o f  

f o r e i g n  cur rency  f o r  t h e  Treasury. Rese rves  a r e  expected t o  be 

abundant through t h e  nex t  s ta tement  week, b u t  a f t e r  t h a t  we e x p e c t  

t o  supply reserves f o r  some weeks.  Right now it appea r s  t h a t  a 

r e t u r n  t o  t h e  usua l  $3  b i l l i o n  of leeway to  change o u t r i g h t  hold-  

i n g s  between Committee meetings--down from t h e  temporary $6 b i l l i o n  

leve l - - should  provide  s u f f i c i e n t  o p e r a t i o n a l  f l e x i b i l i t y .  A t  s o m e  

t i m e  though, t h e  Committee may wish t o  c o n s i d e r  e n l a r g i n g  t h e  

normal leeway l i m i t a t i o n  given t h e  p rospec t  o f  l o n g e r  i n t e r v a l s  

between Committee meet ings and t h e  growth i n  t h e  s i z e  of f a c t o r s  

a f f e c t i n g  r e s e r v e s .  

Despi te  t h e  s t eady  Fede ra l  funds r a t e ,  most market 

i n t e r e s t  r a t e s  d e c l i n e d  during t h e  pe r iod  s i n c e  t h e  l a s t  meet ing,  

e s p e c i a l l y  i n  t h e  l a t t e r  p a r t  o f  t h e  i n t e r v a l .  A t  f i r s t ,  y i e l d s  

on a number of in s t rumen t s  moved h i g h e r ,  p a r t l y  i n  r e a c t i o n  t o  t h e  

System's s l i g h t  f i r m i n g  a t  t h e  December meet ing,  a s  w e l l  a s  t o  

i n d i c a t i o n s  o f  s t r e n g t h  i n  t h e  economy and p e r s i s t e n c e  of i n f l a t i o n .  

A f t e r  about mid-January t h e  t r e n d  i n  r a t e s  w a s  downward a s  t h e  

market became more impressed wi th  t h e  l a c k  of growth i n  t h e  

aggrega tes ,  t h e  improvement i n  t h e  d o l l a r  o v e r s e a s ,  and t h e  prospect 

of more moderate c r e d i t  demands from t h e  Treasu ry  and o t h e r  borrowers 

than  had been a n t i c i p a t e d  e a r l i e r .  



Most Treasury issues maturing i n  1 t o  5 y e a r s  d e c l i n e d  

abou t  25 t o  50 b a s i s  p o i n t s  i n  y i e l d  over  t h e  pe r iod .  Longer 

Treasury  i s s u e s  were down about 1 0  t o  30 b a s i s  p o i n t s .  I n  t h e  

sho r t - t e rm a r e a ,  t h e r e  has  been an e s p e c i a l l y  marked d e c l i n e  i n  

r a t e s  on bank CD's which had been b i d  up a g g r e s s i v e l y  i n  t h e  f i n a l  

months of 1978 but  came down by 50 t o  1 0 0  b a s i s  p o i n t s  s i n c e  mid- 

December. P a r t  of t h e  rise and subsequent  d e c l i n e  was p robab ly  

s e a s o n a l ,  b u t  a l s o  banks a p p a r e n t l y  over-prepared f o r  a n t i c i p a t e d  

c r e d i t  demand and r a t e  p r e s s u r e s  which f a i l e d  t o  deve lop  a s  expec ted .  

On t h e  o t h e r  hand, Treasury b i l l  r a t e s  came down a more moderate  

25 b a s i s  p o i n t s  o r  so f o r  l onge r  b i l l s  and t h e r e  w a s  l i t t l e  n e t  

change i n  r a t e s  on 3-month b i l l s ,  where s u p p l i e s  were e n l a r g e d  by 

System s a l e s  and a swi tch  from f o r e i g n  o f f i c i a l  accoun t  p u r c h a s e s  

t o  s a l e s  a s  t h e  d o l l a r  improved. Yes te rday ,  3- and 6-month b i l l s  

were auc t ioned  a t  average r a t e s  of abou t  9.19 and 9.31 p e r c e n t ,  

compared wi th  9.24 and 9.52 p e r c e n t  t h e  day b e f o r e  t h e  December 

meet ing.  

Today the  market i s  b i d d i n g  on $2.25 b i l l i o n  of 8-year 

Treasury  no te s ,  t h e  f i r s t  par t  of t h e  February  r e f u n d i n g  o p e r a t i o n  

to  replace $3 b i l l i o n  maturing n o t e s  h e l d  by t h e  p u b l i c  and r a i s e  

abou t  $1 1/4 b i l l i o n .  The second p a r t  o f  t h e  o p e r a t i o n  w i l l  be  

t h e  sa le  tomorrow of $2 b i l l i o n  a d d i t i o n a l  8 3/4 p e r c e n t  bonds of 

2008. W e  expect t o  r o l l  ove r  t h e  Sys t em ' s  $1.7 b i l l i o n  h o l d i n g  of 

maturing no te s ,  d iv ided  between t h e  t w o  i s s u e s  i n  a b o u t  t h e  pro- 

p o r t i o n s  they  a r e  o f f e r e d  t o  t h e  publ ic .  

- 



There i s  c u r r e n t l y  a d i v e r s i t y  of  view i n  t h e  markets  

abou t  r a t e  prospects .  Few p a r t i c i p a n t s  a r e  convinced t h a t  w e  

have a l r eady  seen t h e  peaks i n  t h e  c u r r e n t  c y c l e ,  b u t  a number 

seem to  f e e l  t h a t  r a t e s  a r e  close enough t o  t h e i r  h i g h s  t h a t  some 

moderate moves t o  g e t  i n v e s t e d  are a p p r o p r i a t e .  O the r s  b e l i e v e  

t h a t  s i g n i f i c a n t  f u r t h e r  i n c r e a s e s  could l i e  ahead--to be approached 

when monetary aggrega tes  resume t h e i r  growth and t h e  monetary 

a u t h o r i t i e s  cont inue  t h e i r  a n t i - i n f l a t i o n a r y  e f f o r t s .  



James L. K ich l ine  
February 6 ,  1979 

INTRODUCTION -- FOMC CHART SHOW 

For this  meeting of t h e  Committee t h e  s t a f f  has reassessed  

the  fo recas t  of economic and f i n a n c i a l  developments i n  1979 and extended 

t h e  fo recas t  through 1980. This r ep resen t s  an unusual ly  long per iod  

f o r  the judgmental forecas t ,  bu t  we f e l t  i t  would be h e l p f u l  t o  take  

an e a r l y  look a t  a l l  of 1980, p a r t i c u l a r l y  i n  l i g h t  of t h e  Humphrey- 

Hawkins Act. 

than usual  unce r t a in ty  regarding the  i n t e r p r e t a t i o n  and impl i ca t ion  

of recent  econoxic and f i n a n c i a l  developments. Thus a good d e a l  of  

r i s k  a t t a c h e s  t o  t h e  fo recas t  we w i l l  be present ing  today. 

The fo recas t  has been prepared i n  an environment o f  more 

The f irst  char t  in the  m a t e r i a l s  d i s t r i b u t e d  t o  you d i s p l a y s  

the  p r i n c i p a l  po l icy  assumptions t h a t  unde r l i e  t h e  f o r e c a s t .  I n t e r e s t  

r a t e s  a r e  assumed t o  remain near  c u r r e n t  l e v e l s  i n  t h e  f i r s t  h a l f  of 

1979 and t o  move moderately lower t h e r e a f t e r .  

cons i s t en t  wi th  t h e  midpoints of t h e  longer-run i n t e r e s t  r a t e  ranges 

f o r  1979 presented as A l t e rna t ive  B i n  the  Bluebook. 11-1 growth i s  

assumed t o  average 6-1/4 per  c e n t  over  t h e  next  two y e a r s ,  a f t e r  

ad jus t ing  f o r  the  e f f e c t  of ATS s h i f t s  on M - 1  growth. I n  a d d i t i o n ,  

some f u r t h e r  downward s h i f t  o f  money demand i s  assumed as d iscussed  

i n  the Bluebook. For f i s c a l  p o l i c y  we have assumed o u t l a y s  of $493 

b i l l i o n  i n  t h e  cu r ren t  f i s c a l  y e a r  and $538 b i l l i o n  i n  FY 1960. 

This assumption i s  

The d i f f e rences  between t h e  s t a f f ' s  Federa l  budget ou t look  

and t h a t  o f  t h e  Administration are shown i n  t h e  n e x t  c h a r t .  Our 

es t imate  of  o u t l a y s  i n  1979 i s  s i m i l a r  t o  t h a t  of t h e  Adminis t ra t ion  
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but  we an t i c ipa t e  l a r g e r  ou t lays  i n  1980 r e f l e c t i n g  our  somewhat h igher  

i n t e r e s t  r a t e s  and l e v e l  of unemployment, as wel l  a s  an assumption t h a t  

c e r t a i n  cost  l imi t ing  measures w i l l  not  be accepted by t h e  Congress. 

On the  r ece ip t s  s i d e ,  the  d i f f e rence  i n  1980 i s  accounted f o r  mainly 

by our  exclusion of the  c o s t s  of a r e a l  wage insurance program--which 

present ly  does not  appear t o  have much support  i n  t h e  Congress. The 

r e s u l t i n g  budget d e f i c i t  i s  shown i n  the bottom panel.  Even though 

t h e  projected d e f i c i t  in  1980 i s  about $4 b i l l i o n  larger  than  t h e  

Administracion plan,  we would view our f i s c a l  assumptions gene ra l ly  as  

being r e s t r i c t i v e .  

The next c h a r t  d i sp l ays  se l ec t ed  i n d i c a t o r s  of r e c e n t  econonic 

a c t i v i t y .  Production, employment, and r e t a i l  s a l e s  a l l  r o s e  strongl!. 

i n  the f i n a l  qua r t e r  of 1976. Over-all, r e a l  GNP repor t ed ly  r o s e  a t  

a su rp r i s ing ly  s t rong  6 pe r  cent  annual r a t e .  Thus we appa ren t ly  en tered  

t h i s  year  w i t h  a good d e a l  of  momentum. The l i m i t e d  informat ion  a v a i l a b l e  

f o r  a c t i v i t y  i n  January, no tab ly  the  employment s i t u a t i o n ,  sugges ts  

appreciable  s t r eng th .  

b l r .  Ze ise l  w i l l  cont inue  the  p re sen ta t ion  wi th  a d i s c u s s i o n  

of the s t a f f ' s  domestic nonf inanc ia l  fo recas t .  



Joseph S. Ze i se l  
February 6, 1979 

FOMC CHART SHOW 

Although the  economy apparent ly  en tered  t h i s  year  wi th  a 

good dea l  of momentum, fundamental forces  s t i l l  appear t o  suggest  a 

d i s t i n c t  slowing of a c t i v i t y  by spring. The f i r s t  c h a r t  of t h e  

nonfinancial  s e c t i o n  presents  t h e  average annual  rates of growth of  real 

GNP and i t s  major s ec to r s  over t h e  p a s t  two y e a r s ,  and our p r o j e c t i o n s  

f o r  the  next  two. As i s  ev ident ,  we 2 re  f o r e c a s t i n g  a s i g n i f i c a n t l y  

weaker r a t e  of re21 growth i n  each of the key income genera t ing  sec to r s - -  

housing, bus iness  f ixed  investment,  and government--and an a s s o c i a t e d  

sof ten ing  of consumer demand. Over the n e s t  two y e a r s ,  r e a l  GNP i s  

pro jec ted  t o  expand a t  l e s s  than a 2 per  c e n t  annual r a t e .  While a 

slowing t o  such a pace inc reases  t h e  economy's v u l n e r a b i l i t y  t o  shocks,  

we a r e  not  f o r e c a s t i n g  a r eces s ion ,  given t h e  po l i cy  assumptions,  and t h e  

apparent  absence of s u b s t a n t i a l  d i s t o r t i o n s  i n  t h e  economy a t  t h e  p r e s e n t  

time . 

A major f a c t o r  r e t a r d i n g  growth i n  our  f o r e c a s t  i s  t h e  

weakening of housing. Ac t iv i ty  i n  t h i s  s e c t o r  has  so  far  remained 
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su rp r i s ing ly  s t rong,  r e f l e c t i n g  i n  no small measure t h e  support  t o  

depos i t  growth a t  t h r i f t  i n s t i t u t i o n s  provided by t h e  money market 

c e r t i f i c a t e s  introduced l a s t  June. But ,as  i s  i l l u s t r a t e d  in  the  t o p  

panel of the  next  c h a r t ,  growth of savings inflows has  slowed i n  r e c e n t  

months. As ind ica ted  i n  the middle psne l ,  ou ts tanding  mortgage commit- 

ments may have topped ou t ,  and t h i s  month's Redbook confirms o t h e r  r e p o r t s  

of t igh ten ing  mortgsge markets. 1.10reover, it i s  our  judgment t h a t  

d e s p i t e  the  a t t r a c t i v e n e s s  of homeownership as  a hedge aga ins t  i n f l a t i o n ,  

the  s u b s t a n t i a l l y  increased  c o s t s  of t ak ing  on l a r g e r  mortgages a t  

h igher  i n t e r e s t  r a t e s  w i l l  i n c r e a s i n g l y  put  a damper oil housing demand 

t h i s  year.  A s  the  bottom panel  d rama t i ca l ly  po r t r ays ,  the  monthly 

ca r ry ing  cos t  f o r  an average new convent ional  mortgage rose  t o  $500 

by the  end of 197S--a 50 per  cent inc rease  over the  p a s t  3 years .  

The n e s t  c h a r t  p r e s e n t s  in  t h e  top panel our  p r o j e c t i o n  of  

housing s t a r t s .  lie now a n t i c i p a t e  t h a t  s t a r t s  w i l l  bottom out  a t  about  

1,650,000, annual r a t e  a t  t h e  end of  t h i s  year  and then  edge up dur ing  

1980 a s  somewhat z a s i e r  f i n a n c i a l  cond i t ions  permits  a reemergence of t h e  

s t rong  under ly ing  demand a s s o c i a t e d  wi th  a high r a t e  o f  family formation.  
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The key poin t  made i n  the bottom panel  i s  t h a t  while  housing 

s t a r t s  remained a t  a high l e v e l  f o r  much of 1978, r e a l  housing expendi tures  

were no longer con t r ibu t ing  t o  economic growth. And r e s i d e n t i a l  cons t ruc t ion  

i s  expected t o  be a not iceable  drag on r e a l  a c t i v i t y  through most of 

t h i s  year. 

Turning to t h e  business  sec to r ,  t h e  top tvo panels  of t h e  

n e s t  char t  i n d i c a t e  recent  t rends  i n  r e a l  o rders  f a r  c a p i t a l  equipment 

and cons t ruc t ion  con t r ac t s .  They suggest s u b s t a n t i a l  upward momentum 

f o r  c a p i t a l  spending i n  the  s h o r t  term. However, t h e r e  a r e  i n d i c a t i c n s  

t h a t  t h i s  may be temporary ; both s e r i e s  appear to be e i t h e r  l e v e l i n g  

o f f  or tu rn ing  doxm. I n  a d d i t i o n ,  a slower pace of c a p i t a l  spending 

over the balance of 1979 i s  ind ica t ed  by t h e  l a t e s t  Commerce Department 

survey of p l a n t  and equipment o u t l a y s ,  i l l u s t r a t e d  i n  t h e  bottom panel. 

The outlook f o r  c a p i t a l  spending i n  1980 i s  obviously more 

specula t iuc .  A s  i nd ica t ed  i n  t h e  n e s t  c h a r t ,  our  p r o j e c t i o n s  of ove r -a l l  

a c t i v i t y  a r e  c o n s i s t e n t  w i t h  a d e c l i n e  i n  capac i ty  u t i l i z a t i o n  r a t e s  

i n  manufacturing from the  p r e s e n t  86 per  c e n t  t o  about  83  pe r  cent 
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toward the  end of 1980. I n  t h i s  environment t h e r e  should be l e s s  

pressure f o r  expansion of c a p i t a l  s tock ,  and given an expected 

weakening of p r o f i t s ,  we a r e  fo recas t ing  a v i r t u a l  l e v e l i n g  o u t  

of t hese  out lays  i n  r e a l  terms over the  course of 1980. 

The next  cha r t  i l l u s t r a t e s  t h e  diminished con t r ibu t ion  t o  

o v e r - a l l  expansion expected from government spending during t h e  nex t  

two years .  As the  top panel  shows, t h e  annual growth of t o t a l  

government purchases--Federal ,  S t a t e  and l o c a l - - i n  r e a l  terms i s  

expected t o  average l i t t l e  above 1 per  cent  dur ing  1979 and l9EO; 

t h i s  r e f l e c t s  an a c t u a l  d e c l i n e  of such Federa l  f inanc ing  programs 

as countercyc l ica l  revenue sha r ing  and pub l i c  s e r v i c e  employment, and 

a more moderate r i s e  i n  o u t l a y s  f o r  a wide range of o the r  governmental 

programs. A s  t h e  bottom panel  shows, t h e  Federal  Government h i g h  

emp1o)rment budget su rp lus  i s  p ro jec t ed  t o  show only a modest change 

between 1978 and 1979 s i n c e  personal  and bus iness  tax c u t s  a r e  about  

o f f s e t  by mandated payro l l  t ax  i n c r e a s e s  and t h e  impact of i n f l a t i o n  

i n  r a i s i n g  income t a x  r e c e i p t s .  However, wi th  no new t ax  c u t  i n i t i a t i v e s  
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i n  1980--but w i t h  the e f f e c t s  of i n f l a t i o n  and t h e  scheduled p a y r o l l  

t a x  increases-- the high employment budget moves f u r t h e r  i n t o  su rp lus  

nex t  year. 

Our pro jec t ions  of investment and government a c t i v i t y  a r e  

r e f l e c t e d  i n  a s u b s t a n t i a l  f u r t h e r  moderation of d i sposable  income 

growth, as  shown i n  t h e  top panel  of t h e  next  c h a r t .  This slowing 

does not  bode wel l  f o r  consuner spending prospec ts .  Growth of consuner 

out lays  ~ 2 s  a l s o  sus ta ined  i n  t h e  r ecen t  p a s t  by a s u b s t a n t i a l  r i s e  

i n  consumer c r e d i t .  A s  i nd ica t ed  i n  the  second panel ,  t h e  r a t i o  of 

t o t a l  household debt  t o  disposable  income has  reached record  l e v e l s ,  

increas ing  t h e  v u l n e r a b i l i t y  of consumer o u t l a y s ,  p a r t i c u l a r l y  f o r  

durables ,  t o  any weakening i n  t h e  r i se  of d i sposab le  income. Fur ther -  

more, with t h e  savings r a t e  a l r e a d y  a t  the  lower end of h i s t o r i c a l  

experience--the t h i r d  p a n e l - - i t  seems un l ike ly  t h a t  growth of real 

consumer ou t l ays  w i l l  outpace income. Consequently, a s  t h e  bottom 

panel shows, we  have p ro jec t ed  a r i s e  i n  r e a l  consumer spending of 

only about 2 pe r  cent ,  annual  r a t e ,  over  the  n e s t  two years--about  i n  

l i n e  with t h e  r i s e  of  real  d i s p o s a b l e  income. 
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We do expect  a f u r t h e r  improvement i n  the  t r a d e  d e f i c i t  

during the  p ro jec t ion  per iod which w i l l  h e l p  t o  s u s t a i n  o v e r - a l l  

economic a c t i v i t y .  But on ba lance ,  as shown i n  the  n e x t  c h a r t ,  we  

a n t i c i p a t e  r e a l  GNP growth to moderate du r ing  t h i s  y e a r ,  averaging about  

a 2 per  cen t  annual r a t e  of growth over t h e  f o u r  q u a r t e r s ,  and t h e n  

t o  l e v e l  o f f  a t  about a 1-1/2 pe r  cen t  rate i n  1980. 

Consis tent  wi th  the  slower pace of o v e r - a l l  a c t i v i t y ,  w e  

a n t i c i p a t e  s m l l e r  employment g a i n s  over t h e  p r o j e c t i o n  per iod- -as  shown 

i n  the  top panel  of  t h e  next  chart .  Although we are a l s o  p r o j e c t i n g  

slower labor  f o r c e  growth than i n  the  p a s t  few y e a r s ,  r e f l e c t i n g  both  

poorer j ob  prospec ts  and smaller popula t ion  g a i n s ,  t h e  unemployment 

rate--shown i n  t h e  bottom pane l - - i s  p r o j e c t e d  t o  move up s t e a d i l y  begin- 

ning t h i s  sp r ing ,  reaching  a level of  about  7 per  c e n t  toward t h e  end 

of 1960. 

Despi te  growing l a b o r  market s l a c k ,  i n f l a t i o n  i s  expec ted  

to  cont inue t o  be a c r i t i c a l  problem f o r  the economy. I n  t h e  n e x t  c h a r t  

a r e  por t rayed  t h e  core  e lements  of  t he  p e r s i s t e n t  i n f l a t i o n  problem--the 
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continuing r i s e  i n  wages and t h e  poor product iv i ty  performance of  

t h e  economy. As t h e  top panel shows, we expect t h a t  hour ly  compensa- 

t i o n  w i l l  r i s e  about a s  r ap id ly  on average i n  1979 a s  i n  1978, 

r e f l e c t i n g  the lagged inf luence  of recent  c o s t  of l i v i n g  i n c r e a s e s ,  

t h e  r e s u l t s  of the  heavy round of cont rac t  nego t i a t ions  and the  h i k e s  

i n  minimum wage and in  s o c i a l  s e c u r i t y  taxes  t h a t  went i n t o  e f f e c t  on 

January 1. Some modest eas ing  of compensation i n c r e s s e s  i s  e x p e c t e j  

i n  1980, i n  response t o  smaller  pay ro l l  t a x  inc reases ,  t h e  continued 

slackfil ing o f  labor  market p re s su res  and some impact of t h e  gu ide l ines  

program. 

As the  middle panel i n d i c a t e s ,  we  expect l i t t l e  he lp  from 

improved product iv i ty  performance i n  damping t h e  impact of r i s i n g  wages 

on labor  c o s t s  and p r i ces .  The continued abysmal performance of pro- 

d u c t i v i t y  remains b a f f l i n g .  Eut i n  any event ,  only modest product ix- i ty  

growth i s  t o  be espected i n  an environment of such s m a l l  ga ins  i n  ove r -a l l  

output.  A s  a r e s u l t ,  we a r e  p r o j e c t i n g  continued r a p i d  i n c r e a s e s  i n  

u n i t  l abo r  c o s t s ,  t o t a l i n g  about  S-1/2 per  cen t  dur ing  1979 and 7-1:2 

pcr  cent  i n  1980, p a r a l l e l i n g  t h e  p a t t e r n  of  wage movements. 
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The top panel of the next  cha r t  i l l u s t r a t e s  GNP p r i c e s  

excluding food and energy, which a re  pro jec ted  t o  move genera l ly  i n  

l i n e  with u n i t  labor  cos t s .  W e  remain moderately o p t i m i s t i c  i n  regard  

t o  food suppl ies  and p r i ces  l a t e r  t h i s  year  and i n  1980, r e f l e c t i n g  

prospects  f o r  good g ra in  crops and some improvement i n  pork s u p p l i e s .  

Our p ro jec t ions  c a l l  f o r  a 9-114 per  cent  food p r i c e  inc rease  t h i s  year  

as  opposed t o  the  12-112 per  cent  r i s e  dur ing  1078.  We a re  p r o j e c t i n g  

an 8 per  cent  i nc rease  in 1980. Energy p r i c e s  a r e  p ro jec t ed  t o  

acce le ra t e  i n  response t o  t h e  14-112 per  cen t  OPEC p r i c e  i n c r e a s e  dur ing  

1979; f o r  1980 we a r e  assuming a r i s e  i n  o i l  import p r i c e s  of 7-112 

per  cent--about equal t o  average i n f l a t i o n .  Over-al l ,  we a r e  p r o j e c t i n g  

a modest dece le ra t ion  i n  GNP p r i c e  i n c r e a s e s ,  from 8-314 per  c e n t  dur ing  

1978 t o  8 per  cent  t h i s  yea r ,  and about  7-112 per  c e n t  i n  1980. 

Mr. Truman w i l l  now review t h e  i n t e r n a t i o n a l  s i t u a t i o n .  



FOMC PRESENTATION 
E.M. Truman 
February 6,  1979 

The upper left-hand panel of the f i r s t  international char t  

shows the decline i n  the weighted-average foreign exchange value of 

the d o l l a r  since the middle of 1976. The decline began t o  accelerate  

i n  the fourth quarter of 1977 and was only pa r t i a l ly  reversed follow- 

i n g  the November 1 i n i t i a t ives .  

has been re la t ive ly  s table .  The foreign exchange value of the d o l l a r ,  

in nominal terms, i s  now about 17 per cent below i t s  level i n  mid-1976 

and  about 15 per cent below i t s  level in September 1977. 

Over the past  two months the do l l a r  

As i s  shown i n  the lower left-hand panel ,  i n  the f i r s t  

quarter  of l a s t  year the average price level in  foreign industr ia l  

countries began to  f a l l  r e l a t ive  t o  the U.S. price level .  This 

deter iorat ion i n  the re la t ive  pr ice  performance of  the United S ta tes  

has o f f se t  some of the competitive advantage resul t ing from the decl ine 

i n  t h e  d o l l a r ' s  nominal value. As i s  shown in the char t ,  we expect 

tha t ,  over the projection period, the U.S. i n f l a t ion  r a t e  will remain 

re la t ive ly  h i g h ,  b u t  the d i f f e ren t i a l  should narrow t o  about 1% per 

cent per year--compared with almost 3 per cent over the past  year. 

The upper r i g h t - h a n d  panel of the chart  shows the s t a f f ' s  

outlook for  real economic a c t i v i t y  abroad. 

i n  foreign indus t r ia l  countries picked u p  somewhat i n  1978, and rea l  

growth i s  expected t o  continue a t  an average annual r a t e  of about 

3% per cent over the projection period, while growth in the United 

Average growth i n  real GNP 



-2- 

Sta tes  slows. 

a c t i v i t y  abroad i s  summarized i n  the l a s t  panel. 

The expected r e l a t ive  r i s e  i n  the level of economic 

The factors  I have just reviewed are  among the major 

determinants of the  s t a f f ' s  outlook f o r  U.S. international transactions 

t h a t  i s  presented i n  the next chart .  

hand panel, the value and volume of non-agricultural exports a r e  

expected t o  increase briskly over the next two years ,  though not as  

rapidly as  i n  recent quarters.  

t o  increase a t  an a n n u a l  r a t e  of around 9 per cent and the value a t  a 

r a t e  of about 18 per cent. 

As depicted i n  the upper l e f t -  

The volume of such exports i s  expected 

A t  the same time, as  shown i n  the lower left-hand panel, the 

volume of non-oil imports i s  expected t o  expand r e l a t ive ly  slowly 

ref lect ing the slower growth of the U.S. economy as well as  the lagged 

ef fec ts  of the d o l l a r ' s  depreciation. Even w i t h  substant ia l  pr ice  

increases, the value of these imports should  increase over the next 

two years a t  an average r a t e  of l e s s  than 9 per cent  per year.  

The upper right-hand panel i l l u s t r a t e s  the e r r a t i c  upward 

trend of U.S. o i l  imports. In our forecast  we have t r i e d  t o  take 

account of recently announced, and prospective, OPEC pr ice  increases 

and t o  make some guesses about the e f f e c t s  of the Iranian production 

situation--which we have assumed will mainly a f f ec t  the time pat tern 

of o i l  imports i n  1979. On t h i s  bas i s ,  we expect t h a t  the U.S. o i l  

import b i l l  will r i s e  $5-6 b i l l i o n  per year in both 1979 and 1980. 

Most of the increase will  r e s u l t  from higher prices.  
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As shown in the f ina l  panel, the net e f f ec t  of the components 

t h a t  I have just  reviewed, together w i t h  l i t t l e  expected change in our 

agr icu l tura l  exports, yields  an improvement in the t rade balance i n  

1979 and 1980. The top l i n e  in the char t  depicts the gradual r i s e  

over the projection period in net exports of goods and  services  as 

measured i n  the GNP accounts. 

The f ina l  international char t  summarizes U S .  international 

t ransact ions over the past three years.  

the current account balance for  these years as well a s  the s t a f f ' s  

projection f o r  1979 and 1980. 

United S ta tes  will  record i t s  f i r s t  current account surplus i n  4 

years i n  198U. 

capital  inflows i n  the form o f  increases i n  foreign o f f i c i a l  reserve 

asse ts  held i n  the United S ta tes  were about twice as la rge  a s  our 

current account d e f i c i t s .  However, the  pattern of these increases 

has been e r r a t i c ;  the l a rges t  inflows have roughly corresponded t o  

periods of sharp downward pressure on the do l l a r  i n  exchange markets 

d u r i n g  the l a s t  quarter of 1977 and the f i r s t  and f o u r t h  quarters  of 

1978. 

as a residual.  These a re  mostly pr iva te  capi ta l  t ransact ions.  Such 

transactions a t  times a re  a source of downward pressure on the dol la r .  

However, the s i z e  o f  any actual net outflow i s  inversely r e l a t ed  t o  

the volume of o f f i c i a l  purchases of do l l a r s .  

The left-hand column shows 

You will note t h a t  we expect the 

The middle column indicates  t ha t  i n  1977 and 1978 

The t h i r d  column shows other t ransac t ions ,  derived e s sen t i a l ly  

Given the improved outlook for the U.S. cur ren t  account t h a t  

I have presented, the s t a f f  expects l i t t l e  further change in the 
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average nominal foreign exchange value of the dol la r  over the projection 

period, a l t h o u g h  w i t h  the expected r e l a t ive ly  high U.S. i n f l a t ion  rate 

th i s  implies a small real appreciation of the dol la r .  

two inferences from this outlook f o r  a stable dol la r  and  a dec l in ing  

U.S. current account d e f i c i t .  F i r s t ,  foreign monetary au tho r i t i e s  

will  have less inducement t o  purchase dol la rs  t o  add t o  t he i r  holdings 

of reserve assets  in the United S ta tes .  Second, the lower current 

account d e f i c i t  i n  1979 should be accompanied by a subs tan t ia l ly  

reduced net private capi ta l  outflow o r ,  even, by a modest net inflow. 

I would draw 

Mr. Kichline will now conclude our presentation. 



James L. K ich l ine  
February 6 ,  1979 

C!JNCLUSION -- FOMC CHART SHOW 

Total c r e d i t  flows cons i s t en t  wi th  the s t a f f ' s  economic 

fo recas t  a re  shown i n  the f i rs t  cha r t  of t h e  l a s t  s e c t i o n  of your  

packet. Funds r a i s e d  by nonf inanc ia l  s e c t o r s  i n  1979 a r e  p ro jec t ed  t o  

recede from the high l e v e l s  of l a s t  year.  The htlk of t h e  d e c l i n e  i s  

a t t r i b u t a b l e  t o  reduced demands by the  Federal  Government, which i s  

expected to  f inance a por t ion  of  t h e  d e f i c i t  t h i s  year  by drawing 

down i t s  cash balances.  Total  borrowing by o t h e r  s e c t o r s  i s  n o t  

expected t o  grow i n  1979 and 1980, r e f l e c t i n g  the  e f f e c t s  of f i n a n c i a l  

r e s t r a i n t s  and dece le ra t ing  growth of economic a c t i v i t y .  

As shown i n  the bottom panel ,  commercial banks and t h r i f t  

i n s t i t u t i o n s  a r e  expected t o  supply a somewhat smal le r  volume of c r e d i t  

i n  the next  two years  than i n  1978. These i n s t i t u t i o n s  w i l l  l i k e l y  be 

l e s s  w i l l i n g  lenders  this  year  i n  l i g h t  of reduced l i q u i d i t y  p o s i t i o n s  

and an expected f u r t h e r  need t o  r e l y  upon borrowed funds r a t h e r  t han  

depos i t  flows t o  meet c r e d i t  demands. Other s u p p l i e r s  of c r e d i t ,  

p a r t i c u l a r l y  insurance companies and pension funds, are expected t o  be 

i n  a more comfortable p o s i t i o n  t o  f inance  economic a c t i v i t y .  

Total  borrowing by nonf inanc ia l  co rpora t ions ,  shown i n  t h e  

next c h a r t ,  i s  p ro jec t ed  t o  r ise  apprec iab ly  i n  both 1979 and 19SO from 

the a l r eady  high l e v e l s  reached l a s t  year.  

p r o j e c t s  a slowing of growth i n  c a p i t a l  expendi tures ,  espansion of  

i n t e r n a l l y  generated funds i s  a l s o  expected t o  moderate, thereby main- 

ta in ing  p res su res  on e x t e r n a l  f inanc ing .  

Although t h e  economic f o r e c a s t  

The inc reased  volume of  funds 
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r a i s e d  i s  expected t o  come from long-term sources ,  where funds should 

be ava i lab le .  

p a r t l y  because of  the  pressures  on banks. In a d d i t i o n ,  however, t h e  

bottom panel shows t h a t  heavy short- term borrowing i n  t h e  p a s t  two yea r s  

has pushed t h e  r a t i o  of short- term t o  t o t a l  debt  ou ts tanding  t o  f a i r l y  

high l eve l s .  Later  th i s  year  and i n  1980 the re  probably w i l l  be s t rong  

pressures  t o  begin funding such debt i n  long markets t o  r e l i e v e  balance 

shee t  d i s to r t ions .  

Short-term markets seem l i k e l y  t o  be r e l a t i v e l y  t i g h t e r ,  

In  con t r a s t  t o  t h e  corporate  s e c t o r ,  t h e  next cha r t  shows 

t h a t  household sec to r  borrowing i s  pro jec ted  t o  d e c l i n e  somewhat t h i s  

year  and next  from the  ex t raord inary  l e v e l  i n  1978. Despi te  expected 

f u r t h e r  rap id  growth of house p r i c e s ,  mortgage borrowing i n  1979 and 

1980 i s  espected t o  remain around t h e  l e v e l  of t h e  p a s t  two y e a r s ,  

which r e f l e c t s  the  e f f e c t s  of f i n a n c i a l  r e s t r a i n t .  The sharp  con- 

t r a c t i o n  of mortgage borrowing t h a t  has  occurred d u r i n g  p a s t  pe r iods  

of monetary r e s t r a i n t  is pro jec t ed  t o  be avoided, a s  a r e s u l t  of both 

the  p a r t i a l  i n s u l a t i o n  of t h e  mortgage market from t h e  d i r e c t  e f f e c t s  

of monetary r e s t r a i n t  and sus t a ined  demands f o r  housing.  Consumer 

instalment  and o the r  borrowing i s  pro jec ted  t o  diminish l a t e r  t h i s  year  

and i n  19S0, given pro jec ted  slower growth of durable  goods purchases.  

Relat ive t o  income, however, consumer borrowing i s  p ro jec t ed  t o  remain 

qu i t e  high. 

The economic f o r e c a s t  and a s soc ia t ed  credi t :  f lows assume 

growth of E l - 1  averaging 6-1/’4 p e r  cen t  i n  1979 and 19SO. 

the next & a r t ,  nominal GNP expandcd a t  d f a s t  pace i n  the  l a s t  q u a r t e r  

A s  shown i n  
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o f  1978 while M - 1  growth ad jus ted  f o r  the e f f e c t s  of ATS slowed. n u s  

t h e  income ve loc i ty  of money rose s u b s t a n t i a l l y  and a s t rong  v e l o c i t y  

inc rease  i s  a l s o  expected t h i s  qua r t e r .  La ter  t h i s  year  and i n  1980 

t h e  forecas t  assumes t h a t  s t ronger  demands for money r e l a t i v e  t o  GNp 

w i l l  be evident .  

3-month b i l l  r a t e  i s  expected t o  dec l ine  only a l i t t l e  t h i s  yea r  and 

nex t ,  sho1.m i n  the  bottom panel. The Adminis t ra t ion i n  i t s  f o r e c a s t  

assumes 3-month b i l l  r a t e s  about 1/2 percentage po in t  lower on average 

t h i s  year  than shown on t h e  cha r t  and more than a percentage p o i n t  lower 

i n  1980. 

I n  order  t o  hold money growth t o  6-114 pe r  cen t  the  

The economic f o r e c a s t  of t h e  Adminis t ra t ion and t h a t  o f  the 

s t a f f  a l s o  d i f f e r  i n  a number of  ways, a s  shown on the nex t  c h a r t .  

Growth of nominal GXP expected i n  1979 i s  q u i t e  c lose ,  bu t  i n  1980 

the  s t a f f  f o r e c a s t  i s  s i g n i f i c a n t l y  below t h a t  of t h e  Administration. 

The d i f f e rence  i s  even g r e a t e r  f o r  r e a l  GNP i n  19SO when t h e  Adminis- 

t r a t i o n  p r o j e c t s  growth of 3-114 per  cent ,  o r  more than twice t h e  

s t a f f ' s  fo recas t ed  r a t e  of growth; bus iness  f i s e d  investment ,  r e s i d e n t i a l  

cons t ruc t ion  o u t l a y s  and consumption expendi tures  a r e  a l l  growing a t  

appreciably f a s t e r  r a t e s  i n  1980 than i n  our  own f o r e c a s t .  The Adminis- 

t r a t i o n  a l s o  expec ts  cons iderable  improvement i n  i n f l a t i o n  t h i s  year  and 

next  w i t h  the  GNP i m p l i c i t  d e f l a t o r  i n  1980 p ro jec t ed  t o  r ise about  

6-112 per  cen t  compared t o  7-112 p e r  cen t  i n  t h e  s t a f f  f o r e c a s t .  Pre- 

sumably the  less rap id  p r i c e  i n c r e a s e s  s t e m  from the  assumed g r e a t e r  

e f f ec t iveness  of  t h e  wage-price r e s t r a i n t  program, s i n c e  t h e  p r i c e  

dece le ra t ion  occurs  w i t h  l i t t l e  a d d i t i o n a l  s l a c k  i n  r e source  u t i l i z a t i o n  
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than now e x i s t s ,  as i l l u s t r a t e d  by maintenance of a 6-114 per  cen t  

unemployment r a t e  i n  1979 and 1980 i n  t h e i r  p ro j ec t ion .  

M-1 growth assumed i n  t h e  s t a f f ' s  f o r e c a s t  i s  6-114 per  

cent  adjusted t o  take account of t h e  e f f e c t s  of ATS. Judging from 

t h e  econometric exerc ises  we  have undertaken, nominal GNP growth as  

i n  the  Administration f o r e c a s t  could a l s o  be financed by roughly 

s imi l a r  monetary growth. The model s imula t ions ,  however, sugges t  very  

low p r o b a b i l i t i e s  of j o i n t l y  achieving the  lower i n f l a t i o n  and lower 

unemployment fo recas t s  by t h e  Administration. 

The f i n a l  c h a r t  i n  t h e  package d i sp lays  the  r e s u l t s  obtained 

from model s imulat ions employing 1 percentage po in t  slower and f a s t e r  

r a t e s  of M-1 growth than i n  the  6 - 1 / 4  per  cen t  base fo recas t .  

of the fo recas t s  presents  a p i c t u r e  of slow or moderate economic growth 

accompanied by s t i l l  high r s t e s  of  i n f l a t i o n  even i n t o  19Sl .  

seems t o  be l i t t l e  i n  t h e  way of a t t r a c t i v e  opt ions  f o r  monetary pol icy .  

Tightening f u r t h e r  would b r ing  on t h e  l i ke l ihood  of a r e c e s s i o n  l a t e r  

t h i s  year  o r  next  while  an e a s i e r  po l i cy  would probably produce h ighe r  

r a t e s  o f  i n f l a t i o n  over the  longer  run. 

Each  

There 
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PRINCIPAL ASSUMPTIONS 
- 
MONETARY POLICY 

Interest rates little changed in 1979H1; 
move lower through 1980 

Growth of M-1 averages 6% per cent (adjusting 
for impact of ATS) in 1979 and 1980 

FISCAL POLICY 

m Unified budget expenditures of $493 billion 
in FY 1979 

Unified budget expenditures of $538 billion 
in FY 1980 
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IONETARY POLICY ALTERNATIVES 
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Brief inn  f o r  Lonn-run - - 
Aggregates FOMC meeting 
of 2/6/79 
S .  H. Axilrod 

A s  background t o  t h e  d iscuss ion  of t h e  longer-run ranges, it 

might f i r s t  be use fu l  t o  review b r i e f l y  r e c e n t  t r ends  i n  t h e  aggregates  

and t h e i r  r e l a t i o n s h i p  t o  t h e  ranges t h e  Committee has  been s e t t i n g :  

Ranges f o r  t h e  year  j u s t  past--QLV '77-QIV '78--were 4 t o  6-112 p e r  c e n t  

f o r  M - 1 ,  6-112 t o  9 per cen t  f o r  M-2, and 7-112 t o  10 per cent  f o r  M-3. 

These ranges were set  last February and w e r e  held e s s e n t i a l l y  unchanged 

i n  t h e  course  of t h e  year--except f o r  t he  adjustment made in October f o r  

t h e  ATS effects on M-1. For that per iod,  Q I V  '77-QIV '78, M-1 came i n  

above t h e  range aga in ,  but less so than i t  had i n  t h e  previous year .  It 

grew a t  a rate of 7.3 p e r  cent ;  without  ATS effects t h a t  rate would have 

been 7.5 p e r  cent .  

C o m m i t t e e ,  a t  8.5 and 9.4 p e r  cen t ,  r e spec t ive ly .  

M-2 and M-3 were wel l  w i th in  t h e  ranges set by t h e  

The i n t e r e s t i n g  development is t h a t  growth rates of a l l  these 

aggrega tes  have been veer ing  s h a r p l y  downwards i n  t h e  l a s t  f e w  months of 

1978 and e a r l y  1979, and a l l  t h e  aggregates have been graving we l l  below 

the  long-run ranges set by t h e  FOMC. 

M-1 growth w a s  -1.8 p e r  cent  fW.5 p e r  cen t  without  ATS e f f e c t s ) ;  M-2 

growth was about 2 pe r  cent  and M-3 growth around 5.4 p e r  cen t .  M-l+ 

decl ined  4.6 pe r  cent--such a r a p i d  ra te  of d e c l i n e  it s o r t  of j u s t  

d r i f t e d  out of t h e  b l u e  book i n  t h e  process .  

In t h e  3 months ending January 1979 

Three reasons might be  advanced f o r  t h e  sharp downward veer 

in t h e s e  growth rates. 

cumulative impact of t h e  2-1/2 percentage  p o i n t  rise i n  s h o r t  rates s i n c e  

The first and ve ry  u s u a l  reason i s  t h a t  t h e  
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mid-year i s  a f f e c t i n g  the  aggregates  with t h e  usua l  l a g .  

not,  o f  course,  cause t h e  “veer” but i t  would cause some d e c l i n e  i n  

That would 

growth from what i t  had been before. More p a r t i c u l a r l y ,  I should poin t  _- 
ou t  t h a t  t h e  s t r e n g t h  i n  spending i n  t h e  l a s t  few months has  been r e f l ec t ed ,  

I be l i eve ,  i n  a n  increased  wi l l ingness  of t h e  p u b l i c  temporar i ly  t o  draw 

down t h e i r  l i q u i d i t y .  

one looks  back over t h e  p a s t  s eve ra l  years  i n  the  q u a r t e r s  i n  which there  

w a s  sharp  growth i n  real GNP--that i s ,  a growth i n  real GNP sharper  than 

t h e  surrounding qua r t e r s ,  i r r e s p e c t i v e  of t r end  (QIV ’78,  QII ‘78, Q I  ’77, 

Q I  ‘76, and QIII ‘75)--veloci ty  of M - 1  w a s  cons iderably  h igher  than i n  t he  

surrounding qua r t e r s .  

though M - 1  growth w a s  sharp M-1 v e l o c i t y  w a s  about 9 .1  p e r  cen t .  

t h e  reassessment by t h e  p u b l i c  of p o r t f o l i o  pos i t i ons ,  e s p e c i a l l y  t h e i r  

t r ansac t ions  and precaut ionary  balances fol lowing t h e  ATS innovat ion,  

and t h e  r e a l i z a t i o n  t h a t  i n t e r e s t  r a t e s  and i n f l a t i o n  may be a t  high l e v e l s  

f o r  a sus ta ined  per iod,has  undoubtedly caused people  t o  s h i f t  money out 

of demand and savings depos i t s  i n t o  instruments  o the r  than  

inc luding  money market funds, which as noted i n  t h e  b l u e  book have grown 

very  sharp ly  in t h e  p a s t  2 months, and o t h e r  s i m i l a r  ins t ruments .  

Now t h i s  may sound somewhat hypothe t ica l ,  but i f  

For example, i n  t h e  t h i r d  q u a r t e r  of 1978 even 

Fina l ly ,  

ATS accounts-- 

The s taff  expects  growth i n  M - 1  to resume over  t h e  year  ahead 

as t h e  usua l  lagged e f f e c t s  of i n t e r e s t  ra te  inc reases  w e a r  out and as the  
-- 

p u b l i c  a t tempts  t o  r e s t o r e  balances deple ted  by t h e  r e c e n t  surge  i n  spend- 

ing. The evidence I poin ted  ou t  earlier shows t h a t  t h e s e  v e l o c i t y  increases 

- __ -c 

- 
- 
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a r e n ' t  s u s t a i n e d ;  v e l o c i t y  r e t u r n s  t o  more normal levels. The s t a f f  

does expec t  t h e  underlying growth rate of M-1--apart from ATS effects-- 

t o  be slower i n  1979 than over t h e  p a s t  two years  f o r  two reasons: the 

slower nominal GNP growth, and our assumption of a downward s h i f t  i n  

demand f o r  M-1 of about two percentage p o i n t s  (again a p a r t  from ATS 

effects).  Such a downward s h i f t  has  been assumed t o  occur when i n t e r e s t  

rates moved t o  high ground, and t h a t  has been b u i l t  i n t o  our fo recas t  of 

t h e  i n t e r e s t  rate-money r e l a t i o n s h i p  f o r  about t h e  p a s t  year,  and was 

e s s e n t i a l l y  t h e  reason why we d id  not  f o r e c a s t  h igher  Federal  funds rates 

o t h e r  than t h e  9 - 1 / 2  t o  10 p e r  cent  range a t  t h e  C o m i t t e e ' s  t a r g e t  level. 

n e t h e r  our l uck  

has. 

w i l l  cont inue i n  t h i s ,  I don ' t  know, but thus  far i t  

If such a s h i f t  does not develop, h igher  i n t e r e s t  rates would 

be needed t o  r e s t r a i n  M-1 growth i f  t h e  Committee wanted t o  s t a y  wi th  t h a t  

p a r t i c u l a r  M - 1  t a r g e t  rate. O r  t o  pu t  i t  t h e  o t h e r  way, more growth i n  

M - 1  would be  needed, given c u r r e n t  i n t e r e s t  rates.  On the  o t h e r  hand-- 

and t h i s  is a l s o  a p o s s i b i l i t y - - a  g r e a t e r  s h i f t  may develop. 

t h e  f irst  q u a r t e r  we have evidence of a g r e a t e r  s h i f t ;  we j u s t  don ' t  

b e l i e v e  t h a t  that w i l l  be sus t a ined .  If a g r e a t e r  downward s h i f t  develops 

t h e  Committee would need t o  permit  lower M-1 growth f o r  any given i n t e r e s t  

rate level. 

I n  

The staff a l s o  expec ts  a pick-up i n  growth of M-2 and M-3 as t h e  

year  progresses ,  as t h e  s h i f t  o u t  of time and savings d e p o s i t s  of h i g h l y  

i n t e r e s t - s e n s i t i v e  funds a b a t e s .  But, s t i l l ,  recent experience sugges t s  
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t h a t  t h e  p u b l i c  is l i k e l y  t o  remain q u i t e  i n t e r e s t  s e n s i t i v e .  

growth i n  broader aggregates ,  too,  i s  l i k e l y  t o  be  much slower i n  1979 

than  i n  t h e  last  two years .  That i s  the  reason f o r  t he  lower ranges 

of broader  aggregates  i n  t h e  b lue  book a l t e r n a t i v e s .  

Thus, 

The Committee's dec i s ion  today i s  probably e s s e n t i a l l y  whether 

t o  lower t h e  aggregates  ranges o r  t o  leave them unchanged. There i s  some 

d i f f e rence  from recent  Cotmnittee dec is ions  i n  t h i s  regard i n  t h a t  account 

needs t o  be taken of t h e  Adminis t ra t ion 's  shor t - run  goa l s  and the  rela- 

t i onsh ip  o f  t h e  Committee's ranges f o r  t he  aggregates  t o  t h e s e  goals-- 

that i s ,  under the  procedures set f o r t h  i n  t h e  Humphrey-Hawkins Act, t h a t  

r e l a t i o n s h i p  has t o  be explained,  a t  least. 

There are some arguments, of course,  f o r  lowering t h e  ranges 

and I would l i k e  t o  p r e s e n t  a f e w  t o  t h e  Committee f o r  cons idera t ion .  

F i r s t ,  a s t e p  needs t o  be taken t h a t  w i l l  move i n  t h e  d i r e c t i o n  of reduc- 

i n g  t h e  rate of i n f l a t i o n  over t h e  long  run. 

mentioned e a r l i e r ,  s i n c e  any range has  been lowered. Meanwhile, i n f l a -  

t i o n  and t h e  pub l i c ' s  pe rcep t ion  of i n f l a t i o n  have worsened. 

t o  t h e  broader aggregates ,  a lowering of t h e  ranges would be  c o n s i s t e n t  

w i th  t h e  apparent recent  downward s h i f t  i n  t h e  demand f o r  them, and if 

the  ranges a r e n ' t  lowered, t h e r e  i s  a great danger t h a t  a c t u a l  growth 

w i l l  be below t h e  ranges set by t h e  C o m i t t e e .  F i n a l l y ,  lower ranges 

may, over t he  near term, enhance confidence t h a t  t h e  slowing of p r i c e  

i n f l a t i o n  can be achieved i n  1979 and thus  w i l l  he lp  inc rease  t h e  odds 

t ha t  the  Adminis t ra t ion 's  a n t i - i n f l a t i o n a r y  program w i l l  succeed. 

It h a s  been a year ,  as I 

With regard 
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There a r e  a l s o ,  of course,  reasons f o r  not lowering t h e  ranges, 

o r  f o r  lowering them wi th  caution. 

range had been u n r e a l i s t i c ;  events  seem t o  b e  making i t  r e a l i s t i c ,  though 

ba re ly  s o ,  and wi th  t h e  requirement t h a t  we cont inue t o  have considerable  

luck. So t h e  Committee may achieve more c r e d i b i l i t y  by leaving  the  range 

unchanged and l e t t i n g  a c t u a l  growth come w i t h i n  i t  than by lowering t h e  

range and s t i l l  missing ac tua l  growth. Secondly, the broader aggregates 

are h igh ly  s e n s i t i v e  t o  i n t e r e s t  rate f luc tua t ions ,  s o  that i f  t h e r e ' s  

any thought t h a t  i n t e r e s t  rates might d e c l i n e  s u b s t a n t i a l l y  over next 

year--say a couple of  percentage p o i n t s  o r  so-- the Committee might want 

t o  leave room for some g r e a t e r  growth i n  t h e s e  aggregates than t h e  s t a f f  

has  pro jec ted .  

are made i n  t h e  M-2 and M-3 ranges even i f  they  a r e  co r rec t ,  they might 

be perceived p u b l i c l y  as a n  advertisement of a crunch and have unfor tuna te  

psychological  repercuss ions .  

With regard t o  M - 1 ,  t he  e a r l i e r  

And as a th i rd  p o i n t  I should add t h a t  i f  sharp reduct ions 

Balancing these  var ious  arguments I would make t h e  fol lowing 

recommendations f o r  Committee cons idera t ion :  With regard t o  M-1, one 

might consider  lowering t h e  present  2 to 6 p e r  c e n t  range t o  2 t o  5 per 

cen t ,  and cons t rue  the midpoint, r a t h e r  than t h e  upper po in t ,  a s  t he  

b a s i c  assumption. 

Hawkins A c t  o f f  on a more reasonable  and less awkward bas i s .  Such a 

range would leave ample room f o r  changing economic circumstances w i t h i n  

t h e  year .  

l i k e l y  t o  be h i t .  

I th ink  t h i s  would g e t  r e p o r t i n g  under t h e  Humphrey- 

It would be a range I b e l i e v e  that i s  more realistic and more 

And f i n a l l y ,  I would p o i n t  ou t  t h a t  t h i s  would narrow 
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t h e  wid th  of t h e  range from i t s  present  4 p o i n t s  t o  3, b u t  t h e  3 i s  a 

l i t t l e  b i t  wider than usual .  I be l ieve ,  however, t h a t  t h e  th ree  po in t s  

are needed because of t h e  cont inuing unce r t a in ty  about ATS. Impl i c i t  

i n  such a range would be a dece le ra t ion  of M - 1  a s soc ia t ed  with ATS of 

around 3 percentage poin ts .  

f o r  M-2 and M-3 but not q u i t e  by t h e  dimensions ind ica t ed  i n  the  b lue  

book. 

f o r  t h e  poss ib l e  e f f e c t  of s i g n i f i c a n t  in terest  rate d e c l i n e s ,  should 

they develop, o r  f o r  o the r  adjustments  such as Regulation Q c e i l i n g  

rates. 

s i o n  of a p o t e n t i a l  c r e d i t  crunch by pub l i ca t ion  of sha rp ly  lower ranges.  

Second, I would suggest lowering the  ranges 

The Committee may wish to l eave  room over the  f u l l  year ahead 

Moreover, t h e  Committee might wish t o  avoid g iv ing  the  impres- 

Thus, I would suggest f o r  t he  Committee's cons idera t ion  a 

range  f o r  M-2 of 6 to 8-112 p e r  c e n t  and f o r  M-3, 7 t o  9-112 per  cent--  

112 p o i n t  lower than a t  present  on both ends. 

p r a c t i c a l  i n  terms of  p u b l i c  r e l a t i o n s ,  i t  would probably be  d e s i r a b l e  

to p u t  a 112 poin t  f u r t h e r  r educ t ion  on t h e  bottom ends of those ranges-- 

t h a t  i s ,  5-112 t o  8-112 p e r  c e n t  f o r  M-2 and 6-112 t o  9-1/2 p e r  cen t  f o r  

M-3. 

ranges;  but  I th ink  i n  terms of p u b l i c  r e l a t i o n s  i t  might be  bes t  t o  

s t a y  with t h e  somewhat narrower ranges  suggested f irst .  

If a wider range were 

That would inc rease  t h e  odds tha t  growth would be w i t h i n  those  



Briefing f o r  short-run 
operating decision FOMC o f  
2/6/79 
S. H. Axilrod 

Basic t o  the al ternat ives  the s t a f f  has presented in the 

gluebook is  an expectation of a very considerable rebound of growth 

i n  the  aggregates--particularly M-1 and  t h u s  ref lected i n  M-2 and 

M-3--in February and March. 

meeting we have some data f o r  the month i n  w h i c h  the Comnittee 

meeting i s  held and  have some s t a t i s t i c a l  basis for  speculation. 

We have none a t  t h i s  meeting, of course, w i t h  no evidence a t  a l l  

about February. Our expectation i s  based on the  f ac t  t ha t  i f  we 

don ' t  have a very s izable  rebound, we're not even going t o  have a 

pos i t ive  r a t e  of growth for  M-1 f o r  the f i r s t  quarter on average, 

and we're going t o  have a velocity f a r  la rger  than we think i s  

explainable, o r  sustainable--given the projection of about a 

13 per cent increase i n  nominal GNP. Thus  we rea l ly  do believe 

tha t  we will have a rebound in  February and  March; a 7 per cent 

r a t e  o f  growth, which is the center  o f  the various a l te rna t ives ,  

i s  what we projected. I f  you p u t  the  ATS e f f ec t s  back i n ,  in 

e f f ec t  t h a t ' s  a 10 per cent r a t e  o f  growth on average f o r  the 

2 months which means we're going t o  have t o  have a very b i g  month-- 

t ha t  one of those months i s  probably going t o  be very large.  

Often a t  the time of the Committee 

Now I would l i k e  t o  ca l l  the Committee's a t ten t ion  again 

to  the tab le  on page 14 which we p u t  i n  the Bluebook i n  response 

t o  the discussion o f  the subcommittee report  l a s t  time and also i n  

response t o  other requests t h a t  we r e l a t e  the short-run a l te rna t ives  



-2- 

more spec i f i ca l ly  to  the long-run a l te rna t ives .  

midpoint of the 1-1/2 t o  4-1/2 per cent range f o r  M-1 shown 

under a l t e rna t ive  B, tha t  t ab le  shows t h a t  from January you would 

have t o  have growth in M-1 of 5.3 per cent and i n  M-2 of 7.8 per 

cent,  t o  reach the low end of the range by March. And the  range 

is defined as the cone based on the f o u r t h  quarter of 1978. So 

a sharp rebound i n  the  coming 2 months would be consistent w i t h  

moving back i n t o  the range t h a t  the Committee has just  adopted 

i n  view of the sho r t f a l l s  t h a t  have been experienced already. 

Based on the 

I t ' s  of course quite possible t h a t  the aggregates will  

remain unexpectedly weak i n  the f irst  quarter i f  the s h i f t  

of money in to  other competing asse ts  i s  even stronger than we 

have allowed for.  

s h i f t  not of 2 per cent b u t  of 3-1/2 per cent in addition t o  the 

ATS. 

expecting for the year as a whole. 

you could get even more strength than we've projected i f  the 

economy i s  qui te  a l o t  stronger than the s t a f f  projection o r  i f  

this sh i f t  doesn ' t  develop. 

out 

In the f i r s t  quarter, we've allowed for a 

So our f i r s t - q u a r t e r  allowance is  much larger than we're 

A t  the same time, of course, 

I t h i n k  the Committee may wish  t o  consider whether i t ' s  

more important a t  th i s  par t icu lar  time--in the 6 weeks ahead--to 

guard against  an excessive rebound i n  the aggregates o r  against  

continued weakness. 

f o r  guarding a g a i n s t  an excessive rebound and  pe rmi t t i ng  some 

The in f l a t ion  problem would tend t o  argue 

.- 
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continued weakness in the aggregates for  a l i t t l e  while more or  

a t  l e a s t  unt i l  signs of weakness in economic a c t i v i t y  are  much 

c learer .  

We have proposed an optional d i rec t ive  paragraph 

s t ructured with a proviso clause tha t  would stress money market 

conditions and suggest no easing a t  a l l .  I t  provides an option 

f o r  t i g h t e n i n g  i f  the aggregates a re  r u n n i n g  high, b u t  no option 

for  easing i f  the aggregates are  r u n n i n g  weak. You could have 

the same e f f e c t  without using tha t  optional paragraph by u s i n g  

the language adopted a t  the l a s t  meeting which would permit some 

t i g h t e n i n g  if the aggregates were r u n n i n g  strong b u t  would limit 

the easing t o  the point where the aggregates are  r u n n i n g  very 

weak--that i s ,  the tightening would occur i f  you're rncving above 

the midpoint of whatever ranges a r e  adopted by the Committee b u t  

the  easing would not occur u n t i l  you reach the bottom of the 

ranges. That may be a more preferable approach a t  t h i s  time 

s ince the Committee has already had 3 months o f  weakness and 

i t  may n o t  wish t o  have 2 more months  without taking any act ion.  

Thus ,  the operational point becomes what ranges should be 

adopted both f o r  the money market conditions and the aggregates 

if  you want t o  have such an asymmetrical approach. 

Therefore, Mr. Chairman. I would say t h a t  the  Committee 

probably might  w a n t  t o  consider permitting a pre t ty  sharp increase 

i n  M-2 in view of the weakness t h a t  we've had and the s t r a i n s  t h a t ' s  
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p u t t i n g  on credit  conditions a t  banks and a t  thrifts. 

p o i n t  o f  view, the a l te rna t ive  2 range of 5 t o  9 per cent for M-2 

may be quite desirable. An M-1 range somewhat lower than the 

associated 4-1/2 to  9-1/2 per cent m i g h t  be considered i f  the 

From that  

Committee wants  t o  respond more promptly t o  a rise i n  the 

monetary aggregates. As for  the Federal funds r a t e ,  s ince  there 

has  been no change i n  t ha t  r a t e  since the l a s t  meeting, a range 

such as  t h a t  in  a l te rna t ive  2 s t i l l  permits the degree of tightening 

or easing t h a t  t he  Cornittee was will ing t o  contempjate a t  the las t  

meeting and I don't  think conditions have changed such as t o  require 

an adjustment i n  t ha t  range. 



Alan R. Holmes 
Notes For Meeting Of 

FOMC February 6,1979 

Scott has already reported on our substantial progress in repaying swap debt. 

Since year-end, we have paid off Net no less than $ 1.1 billion of our Deutsche mark 

debt, bringing it $591 million below the level outstanding at the December Committee 

meeting. We have made steady progress on our repayment of current Swiss franc swap 

debt bringing the total outstanding down to the equivalent of $423 million a reduction of 

$344 million from the level outstanding at the last Committee meeting. And, of course, 

we have completely paid off our Japanese yen swap debt. I should note that repayment 

of yen debt resulted in a profit of $8.5 million, of which the System gets half. To date, 

repayment of current Swiss franc swap debt has resulted in a profit of $36million, shared 

equally with the Swiss National Bank. We have of course suffered substantial losses in 

our operation in Deutsch marks. As of today, our losses total $71 million, equally shared 

with the Bundesbank. Should we able to acquire DM at current rates to repay our 

outstanding debt of $3.4 billion, we would cut those losses by almost $27  million. 

As for our current situation, the System has about 41.7 billion in DM swaps 

maturing before the end of March that are not covered by previous committee decisions. 

All of these are fist renewals and I recommend that they be rolled over on maturity, if that 

should prove necessary. 

As far as out Swiss franc position is concerned, we have ten swaps totaling about 

$350 million maturing before the end of March that are not already covered by a 

Committee decision. I recommend that, if necessary, these swaps be renewed. They are 
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all first renewals. I should note that we acquired this morning $107 million in Swiss 

Planes directly from the Swiss National Bank for debt repayment. 

As already noted, we have repaid our yen swap debt, and have accumulated about 

$50 million in yen over the past few days as the dollar appreciated sharply against the 

yen. That acquisition was in the New 

York market. 

This acquisition, together with possibility that intervention in the market may 

from time to time be required to prevent too rapid appreciation of the dollar, raises the 

question of the System’s position with respect to the acquisition of foreign exchange 

assets, In my view the System would be wise to acquire a substantial amount of foreign 

currency under appropriate market conditions, giving us ammunition to defend the dollar 

later on if necessary and avoiding exclusive reliance on the swap network. This is a 

matter that needs solid study of the exchange risks involved, the appropriate size and 

composition of a foreign currency asset portfolio, and of Federal Reserve - Treasury 

relations in this area. We are preparing a memorandum on this subject. We plan to have 

it ready in time for Board staff review and submission to the Committee well before the 

next meeting. 

Meantime, however, I believe the System should be prepared to acquire yen and 

Swiss francs should we be able to pay off our current Swiss franc swap debt before the 

next Committee meeting. Acquisitions would be made only if market conditions so 

dictate and with the full concurrence of the Treasury and the foreign central banks 

concerned. I would suggest that we not exceed $500 million, with the probability that the 
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amount may be substantially less. Acquisition of Deutsche marks-except temporarjly 

pending repayment of swap debt-would not seem likely for some time to come. 

As I understand, the Committee has not established a formal limit on the amount 

of foreign exchange that can be acquired or held. Hood lings would be subject to the 

general limitations of the Committee’s limit on the System’s overall open position, but 

that is not much of a limitation at the moment. At the Desk, however, we have always 

felt constrained by the Committee discussions of fo1-eign exchange holdings way back at 

its December 1975 meeting. At that meeting, I proposed, and the Committee concurred, 

that we try to build up our foreign exchange holdings to $150 million, with the 

expectation that the Committee would review the situation should we reach that amount. 

In the event we never reached even that modest target, given the general pressure on the 

dollar that existed over much of the period. 

Last week, however, as we began to acquire yen-acquisition that seemed 

reasonable and desirable, and informally assented to by members of the System’s foreign 

exchange subcommittee and the Treasury-it appeared that we might approach the $150 

million figure by the time of this meeting. He we done so, I would have felt obliged to 

put the matter before the Committee. On Friday, however the Bank of Japan decided to 

take all of our yen purchases in New York for their own account, so that our yen holdings 

held steady at just under $50 million. Other holdings, apart from Deutsche marks and 

Swiss francs which are earmarked to repay debt, amount to only $13million equivalent at 

the moment. 

It is my understanding that no formal vote is needed on the suggestions that the 

informal limit on the foreign currency acquisition be raised from $150 million to $500 
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million if the Committee is in general agreement. I would, however, like to have the 

Committee’s views. The larger amount may be needed to meet System commitments in 

the foreign exchange market and, I hope, can be reviewed in depth at the next Committee 

meeting. 




