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TmRD REPORT ON THE CONDUCT OF MONETARY PoLICY 

I. Introduction 

The Senate Committee on Banking, Housing, and Urban Affairs 
held its semi-annual hearings on the Conduct of Monetary Policy by 
the Federal Reserve System, pursuant to Public Law 95-188, on 
November 15 and 16, 1978. At its hearing the committee received testi­
mony from four private sector economists and Federal Resen·e Chair­
man G. William Miller, who reported the Federal Reserve Board of 
Governors' and the Federal Open Market Committee's objecti.es and 
plans with respect to the ranges of growth of the monetary and credit 
aggregates for the upcoming year. 

On November 15, the committee received the testimony of: Dr. 
Phillip Cagan, professor of economics, Columbia University; Mr. Leif 
Olsen, chairman of the Economic Policy Committee, Citibank, N. A.; 
Dr. George L. Perry, senior fellow, The Brookings Institution; and 
Mr. Albert T. Sommers, senior vice president and chief economist, 
The Conference Board. 

Chairman Miller was the only witness to appear before the Commit­
tee on November 16. 

II. Federal Reserve Reports to Congress 

Since March of 1975 the Federal Reserve has reported its monetary 
policy plans to the Congress each quarter, alternately to the Senate 
Committee on Banking, Housing, and Urban Affairs and the House 
Committee on Banking, Finance and Urban Affairs. These hearings 
have been held pursuant to House Concurrent Resolution 133 passed 
by Congress in March 1975 and Public Law 95-188, the Federal 
Reserve Reform Act of 1977, enacted in November 1977. 

Beginning in February 1979 the reports to the Congress by the 
Federal Reserve will be held pursuant to Public Law 95-523, The 
Full Employment and Balanced Growth Act of 1978 (the Humphrey­
Hawkins bill), enacted in October 1978. This legislation amends the 
Employment Act of 1946, the Congressional Budget and Impoundment 
Control Act of 1974, and the Federal Reserve Act to more fully inte­
grate economic policy formulation with the congressional budget 
process. Pursuant to Public Law 95-523 the Federal Reserve will 
report to the Congress by Februa.ry 20 and July 20 each year, rather 
than four times a year as required by Public Law 95-188. 

The new reporting requirements also require an expanded discussion 
of monetary policy and its relationship to the achievement of the 
Nation's economic goals. The economic goals of the President will be 
explicitly stated in his Economic Report which must be transmitted to 
the Congress during the first 20 days of each regular session. The 
Congress may also explicitly state its economic goals in the first and 
second concurrent resolutions on the budget which must be approved 
by May 15 and September 15 of each year. 

(1) 
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The congressional review of monetary policy will be based on the 
following major provisions of section 2A of the Federal Reserve 
Act (as amen<le<l): 

1. STATEMENT OF LONG-TERM GOALS TO BE PURSUED 

The Federal Reserve is required to pursue monetary policies­
growth of money and credit-consistent with the economic potential 
to increase production, an<l to promote the goals of maximum employ­
ment, stable prices, and moderate long-term interest rates. This 
provision is the same as in Public Law 95-188. 

2. MONETARY POLICY OVERSIGHT PROCEDURES 

The Board of Governors of the Federal Reserve System is required 
to submit written reports to the Congress by February 20 and July 
20 of each year. These reports are to consist of four parts: 

(1) a review and analysis of recent developments affecting 
economic trends in the Nation; 

(2) the monetary policy objectives and plans of the Federal 
Reserve Board and the Federal Open Market Committee in 
terms of the ranges of growth of the monetary an<l credit aggre­
gates for the calendar year during which the report is trans­
mitted (and in the July 20 report for the next calendar year). 
Those plans and objectives are to take into account past and 
prospective developments in employment, unemployment, pro­
duction, investment, real income, productivity, international 
trade and payments, and prices; 

(3) the relationship of the Federal Reserve's monetary policy 
plans and objectives to the numerical goals for the current and the 
next calendar years set forth by the President in the Economic 
Report for employment, unemployment, production, real income, 
productivity, and prices or to any revisions to those goals ap­
proved by the Congress. In explaining the relationship of the 
Board's objectives and plans to the goals established by the Presi­
dent and any subsequent goals established by the Congress, it is 
expected that the Board will provide the Congress with a full dis­
cussion concerning the extent to which the Federal Reserve's 
intended policies will help to achieve those goals; and 

(4) if any changes in monetary objectives or plans are made by 
the Federal Reserve between reports to the Congress, the Board is 
required to include in the next report an explanation of the rea­
sons for those revisions to or deviations from the previously 
announced objectives and plans. 

After each Federal Reserve report on monetary policy to the Con­
gress the Banking Committees are, under Public Law 95-523, required 
to submit to their respective bodies a report containing their views and 
recommendations with respect to the Federal Reserve's intended 
policies. These reports, and the expanded reports by the Federal Re­
serve to the Congress will serve to increase public understanding of 
of monetary policy. Emphasis will be on the goals of economic policy­
employment, unemployment, production, investment, real income, 
productivity, and prices, and how the Federal Reserve monetary 
policies are designed to achieve those goals. The means to achieve 
those goals-growth of money and er: <lit-will be more meaningful 
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in this context. Moreover, since the reports will be made twice a year, 
rather than four times a year, monetary policy will be given aJonger­
run focus, than is now the case. 

II I. Economic Background 

The pace of economic expansion began to moderate during the 
third quarter. In real terms, economic growth diminished to slightly 
less than 3}6 percent compared to almost 9 percent during the second 
quarter, and an average of a little more than 4¼ percent during the 
first half of the year. The increase in GNP prices, as measured by the 
fixed weighted price index decelerated to 7 percent during the third 
quarter from 11 percent in the second quarter (see table 1). 

Personal consumption expenditures after increasing by 6 percent in 
the second quarter increased by only 3½ percent in the niost recent 
quarter. At the same time fixed investment, which had increased by 
15½ percent in the second quarter, actually declined by½ percent, and 
inventory accumulation, which had shown little change, declined. Net 
exports, which had increased sharply during the second quarter, 
showed little net increase. Government purchases of goods and services 
increased by 9 percent in the third quarter after having declined in both 
the first and second quarter of the year. Federal expenditures in­
creased by over 21 percent during the third quarter, while State and 
local expenditures increased by only 2½ percent. 

To a large extent the slowdown durmg the third quarter was ex­
pected because of the acceleration in economic activity during the 
second quarter which followed severe weather and a major coal strike 
during the first quarter of the year. In addition, there was a down­
swing in automobile sales from the second to the third quarter which 
may have accounted for a decline of slightly more than 1 percent in 
real GNP. The rate of growth of personal consumption expenditures 
declined to about 3½ percent during the third quarter. Durable pur­
chases which had been at a 25 percent annual rate in the second quar­
ter declined by about 3 percent. 

Among the major elements of consumer spending unit auto pur­
chases showed the most significant weakness. Retail sales of new pas­
senger cars declined to 11.2 million in the third quarter of 1978 from 
12 million in the second quarter. Second quarter totals, the highest 
in 5 years, were raised by the makeup from the severe weather in 
January and February. Sales of nondurable items increased at a 3}' 
percent annual rate, about the same as the second quarter. Consumer 
purchases of services actually increased to 5¾ percent in the third 
quarter from an annual rate of increase of only 2 percent during the 
second quarter. 

Business investment in inventories increased by $10.7 billion during 
the third quarter following increases of over $12 billion in each of the 
first and second quarters. This slight decrease reflects the distinct 
slow down in the growth of consumer purchases. There is no clear 
evidence that business in the aggregate regard themselves as heavily 
burdened by excessive stocks. At the same time it does appear that 
some downward adjustments have occurred in production schedules for 
autos and other consumer products in response to more closely watched 
inventory sales ratios that have been typical of the recovery from the 
severe recession experienced in 1974. 

36-895-78--2 
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Real Government purchases increased at a 9 percent annual rate 
after showing no change in the second quarter. This pattern reflected 
changes in Federal purchases that were mainly due to the operations 
of the Commodity Credit Corporation, and which were partly offset 
by changes in State and local purchases that were mainly due to the 
severe weather. Purchases increased 21 percent after the decline of 
15½ percent in the second quarter. The second quarter decline had 
been due mainly to a swing to net loan redemptions as a part of the 
Commodity Credit Corporation agricultural price support operations, 
while the third quarter mcrease was mainly due to a cessation of those 
redemptions. Because the swing in Federal purchases is traceable to 
Commodity Credit Corporation operations it has important implica­
tions for agriculture and the fiscal position of the Federal Government. 
However, in principal, it had no effect on changes in real GNP. 

Consumer prices increased at almost a 9 percent annual rate during 
the third quarter, somewhat less than the near 11 percent rate of the 
second quarter. Still this high rate of inflation is cause for considerable 
concern. This is especially true when the Consumer Price Index meas­
ure is adjusted to remove the effects of rising food prices. On that 
basis, the rate of consumer price increases actually accelerated in the 
third quarter to a 7.5 percent (table 2) annual rate, up 1 percentage 
point. 

Other measures of inflation also indicate that the underlying infla­
tion problem has worsened this year. Over the first three quarters of 
this year the GNP price indices both indicate an inflation rate average 
of almost 8.5 percent compared to about 5}~ percent in 1976 and just 
over 6 percent in 1977. Even if the most recent increases of 7 :percent 
experienced during the third quarter were to be repeated durmg the 
last quarter of 1978 the annual increase in prices would be nearly 8 
percent, and preliminary price information for the fourth quarter has 
already been disappointing. 

Total civilian employment during the first 9 months of 1978 in­
creased by about 2 million workers (see table 3). However, the un­
employment rate has continued in the range of around 6 percent 
without much change or variation. Although unemployment rates 
among household heads and men 20 and over has stabilized at re­
latively low levels, unemployment in other areas, particularly among 
blacks and others, continued at alarmingly high rates. The outlook 
for the economy in 1979 does not suggest that major further reductions 
in overall unemployment rates will be possible in 1979. In fact, the 
possibility of a recession, and the probability of much slower economic 
growth, perhaps between 2 and 3 percent of real GNP, suggests that 
unemployment may increase. 

Personal income increased by $45 billion at an annual rate (table 
4) during the third quarter compared with $53.5 billion during the 
second quarter. The deceleration of personal income other than trans­
fer payments amounted to $17 billion. Disposable personal income 
increased by about 9 percent compared with 12 percent during the 
second quarter. Price increases decelerated somewhat in the third 
quarter; however, their deceleration was not sufficient to offset that 
in disposable income. Consequently, the increase in real income in the 
third quarter was Jess than during the second quarter, 2}~ percent com­
pared to 3% percent. Increases in real income have been much smaller 
m 1978 than in 1977, primarily because increases in consumer prices 
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have been much larger; quarterly increases in real income have aver­
aged 2}~ percent in 1978 compared with 5% percent in 1977. Reflecting 
the change in disposable income and personal outlays, the personal 
savings rate slipped to 5.1 percent, the same low rate as that exper­
ienced during 1977. 

A particularly troublesome area in the past year has been the rate 
of growth of productivity. In the third quarter productivity increased 
to :3.7 percent. However, during all of 1978 productivity increased by 
only 1.7 percent. This is far below the historical average, and probably 
not sufficient to provide any aid in reducing the rate of inflation. 

Manufacturing capacity utilization in the material industry has 
increased to 85.7 percent during the third quarter versus 84.5 percent 
during the first quarter of the year (table 6). By comparison manufac­
turing capacity utilization during 1973 was about 92 percent, and in 
1974 was close to about 88 percent. Sufficient capacity remains in the 
economy for the expansion to continue. l\!Ioreover, none of the major 
materials industries are operating at utilization rnt,fls that indicate 
any major problems in the near future. 

During the third quarter the housing market continued to be re­
markably strong. New private housing starts totaled over 2 million 
units at a seasonally adjusted annual rate, only slightly below the 
level of activity experienced during the second quarter. The latest 
seasonally adjusted data for October (table 7) indicate that housing 
starts continue to be strong. In fact, the 2 million plus rate has persisted 
somewhat longer than many observers had expected. Unlike during 
previous cycles, housing starts have not fallen off as yet even though 
interest rates have climbed to near historically high levels. 

Home building has been buoyed by special developments in this 
business cycle. The demand for housing is dependent upon relative 
prices, income expectations, and interest rates. So far high and rising 
interest rates have not pushed masses of would-be borrowers out of the 
mortgage market. Even though mortgage rates have reached 10 per­
cent in many places people have not been deterred from borrowing to 
to invest in housing, probably because inflation expectations continue 
to be quite widespread, and housing continues to be one of the best in­
vestments and hedges against continued inflation for individuals. 

Moreover, on the credit side the new 6-month money market 
certificates with rates tied to the 6-month Treasury bill rate that are 
available at depository institutions have provided thrifts with a fresh 
supply of lendable funds which has helped to meet the continuing 
demand for mortgage credit. By the end of October the new certi­
ficates totaled over $50 billion at all depository institutions. However, 
the new 6-month certificates may not continue to insulate housing 
from the full effects of monetary restraint for very long. Some banks 
and thrifts have begun to limit certificate issues simply because of the 
current steep rates paid on certificates. Moreover, many savings and 
loan associations are said to be using the funds obtained through the 
money market certificates to purchase large certificates of deposit 
from banks with yields in excess of 11 percent. 

Thus, not all the funds obtained by the thrifts through the money 
market certificate are going into the mortgage market. As rates con­
tinue to increase the effect of tight credit on the housing market should 
begin to be seen, especially in States where mortgage usury ceilings 
are a binding constraint (see table 8). 
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Even though interest rates have increased dramatically this year, 
total credit demands in the economy continue to be quite strong. 
During the first half of the year total borrowing is estimated to have 
been approximately $480 billion. During the third quarter funds 
raised in U.S. credit markets continued to be quite large. As the high 
interest rates begin to trigger cutbacks in spending, borrowing in 
credit sensitive sectors-housing, autos, and capital spending­
will moderate. 

Since the end of 1977 the prime rate charged by banks has increased 
by 3¾ percent, to 11½ percent currently (table 10). These large in­
creases reflect both continued strong loan demands by business cor­
porations and increases in the Federal funds rate partially due to 
Federal Reserve J?Olicy. Some of the recent business borrowing is said 
to be in anticipat10n of tighter credit conditions in the future and the 
i>_ossibility that some form of credit controls may be considered. The 
Federal funds rate currently stands at close to 10 l?ercent, 3}~ percent 
higher than at the end of last year. Long-term mterest rates have 
increased as significantly, although not as dramatically as short-term 
rates. 

During the third quarter growth of M1 (currency, coin, and demand 
deposits at banks) declined slightly from the rapid pace experienced 
during the second quarter (see table 1). This partially reflects the de­
cline in real economic activity and the increase in interest rates as the 
Federal Reserve moved to restrain the growth of this aggregate. Even 
so, the growth of M1 during the third quarter was at a 7.6 annual rate, 
far exceeding the desired range previously established by the Federal 
Reserve. M 2 (M1 plus savings and time deposits at commercial banks 
other than negotiable certificates of deposit) growth during the third 
quarter increased from that in the second quarter primarily because of 
the new 6-month time certificates with the rate pegged to the 3-month 
Treasury Bill rate. Even though interest rates continued to increase 
during the third quarter the fact that banks and thrifts could offer mar­
ket related yields on these certificates have allowed those institutions 
to retain funds that might otherwise have been lost to the money 
markets. This is reflected in the broader money measure M3 (M2 

plus deposits at savings and loan associations, mutual savings banks, 
and credit unions) which increased at an annual rate of 10 percent 
during the third quarter compared to only 7¾ percent annual rate 
during the first half of the year. 

The value of the dollar in international markets continued to de­
cline significantly during the third quarter and through the end of 
October. On November 1, President Carter announced that the U.S. 
Treasury and the Federal Reserve had taken significant actions to 
support the dollar (see below for details of those actions). Since then, 
the dollar has appreciated sharply. 

Any assessment of economic activity during 1979 must take into 
account the Federal budo-et and the amount of fiscal stimulus or re­
straint implied therein. Currently the deficit for fiscal year 1979 is 
expected to be around $40 billion, which is large for this point in the 
business cycle even though it is about $10 billion less than in the fiscal 
year 1978. Moreover, the pressure for more fiscal restraint will be 
intensified in the period ahead primarily because of efforts to restrain 
inflation. President Carter has said that he will propose a fiscal year 
1980 budget with a deficit of $30 billion or less. 
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The major element affecting the economic environment that must 
be taken into account in developing an outlook for 1979, and an evalua­
tion of monetary policy is the inflationary climate that has developed 
over the past 10 years or so. During the past year the pace of inflation 
has accelerated, and for all of 1978 the rate of inflation may reach 8 
percent or more following a 6.8 percent rate in 1977. 

It is likely that the principal objectives of economic policies during 
the coming year will be (1) to insure that progress is made in curbing 
the rate of inflation in the domestic economy and (2) to maintain the 
value of the dollar at reasonable levels by curbing speculation and the 
maintenance of orderly international currency markets. 

TABLE' !.-GROSS NATIONAL PRODUCT-CURRENT AND CONSTANT DOLLARS 

[Seasonally adjusted at annual rate] 

Current dollars (billions) 
1978 

Constant (1972) dollars (billions) 
1978 

Percent change from 
preceding quarter 
(annual rate) 1978 

1977, IV II Ill 1977, IV II Ill II Ill 

Gross national produCL I, 958. 1 1, 992. 0 2, 087. 5 2, 141. 1 I, 354. 5 I, 354. 2 I, 382. 6 1, 397.} -0.1 8. 7 3.4 
Final sales ________ I, 945. 0 1,975.3 2,067.4 2,123.4 1,347.1 I, 341. 8 I, 369. 9 I, 383. -1.6 8. 6 4.0 

Personal consumption 
ex&enditures ________ 1,255.31,276.61,322.9 1,354.5 876.6 873.5 886.3 893.7 -1.4 6.0 3.4 

urables__________ 187. 2 183. 5 197. 8 199. 3 143. 0 137. 8 145. 8 144. 6 -13. 7 25.2 -3.1 
Nondurables ______ 496. 9 501.4 519. 3 529. 4 338.1 333. 3 336. 3 339.2 -5.5 3.6 3. 5 Services __________ 571.1 591. 8 605.8 625. 8 395. 6 402.4 440. 2 409. 8 7. 0 1.9 5. 7 

Gross private domestic 
investment_ _________ 313. 5 322. 7 345. 4 351. 7 200. 3 205. 7 213. 1 210. 8 2. 7 3.6 -1.1 

Fixed investment__ 300. 5 306.0 325. 3 331.1 192. 8 193. 4 200. 4 200.1 1.2 15.3 -.6 
Nonresidential__ ___ 200. 3 205. 6 220.1 225.4 132.8 133. 8 140. 5 140.4 4. 2 21. 3 -.2 
Residential_ _______ 100.2 100.3 105. 3 108. 8 60. 3 59. 5 59. 9 59. 7 -5.2 2. 7 -1.5 
Change in business 

inventories ______ 13. I 16. 7 20.1 17. 6 7. 5 12. 3 12. 7 10. 7 --------------------
Net exports of goods 

and services _________ -23.2 -24.1 -5.5 -6.5 3.1 2. 9 11.3 12. 0 --------------------Exports ___________ 172.1 181. 7 205. 4 210. 9 96.1 99.1 108. 4 109. 5 13. 7 43. 3 3. 8 Imports ___________ 195. 2 205. 8 210. 9 217.3 92. 9 96. 2 97.1 97. 5 20. 7 35.8 -4.5 
Government purchases 

416. 7 424. 7 441. 3 274. 5 272.1 271. 9 277.8 -3.5 of goods and services_ 412. 5 -.2 9. 0 Federal__ _________ 152.2 151. 5 147. 2 156. 1 103. 6 101.2 97. 1 101.9 -8.9 -15.3 21.1 
State and local_ ____ 206. 3 265.2 277.6 285.2 170.9 170.8 174.8 175. 9 -.I 9.6 2. 6 

Source: Survey of Current Business, U.S. Department of Commerce, Bureau of Economic Analysis, October 1978. 

TABLE 2.-PRICES 

[Percent change from prior period; quarterly data percent change from 3 mo earlier at seasonally adusted annual rates]. 

1978 

19751 1976 • 1977 1 1977, IV II Ill 

Consumer price index _________________ 7. 0 4.8 6. 8 4. 7 7. 8 10. 9 8.6 
Commodities less food _____________ 6.2 5.1 4.9 4.5 6.1 6.6 7.4 Services _________________________ 8.1 7. 3 7.9 5. 6 7.4 II. 3 .W.7 Food ____________________________ 6. 5 .6 8.0 3.6 12. 4 20.0 7. 0 

Producer price index __________________ 6. 6 3.3 6. 6 6. 2 8.8 11.3 5.8 
GNP accounts: 

Fixed weighted price index _________ 9.3 5. 6 6. 3 6.8 7. 0 11.0 7. 0 
Implicit price deflator _____________ 9. 6 5.2 5. 9 5. 5 7.2 11.0 7. 0 

1 December to December. 

Source: Economic Indicators, October 1978, and Economic Report of the President, June 1978. 
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TABLE 3.-EMPLOYMENT AND UNEMPLOYMENT 

[Seasonally adjusted! 

1978 

1976 1977 Jan. Feb. Mar. Apr. May June 

Tvtal civilian employment (millions) __________________ • 87.5 90.5 92.9 93.0 93.3 93.8 94. l 94.8 
Total civilian unemployment (millions) ___________________ 7.3 6.9 6.2 6.1 6.1 6.6 6.1 5.8 

15 weeks and over (millions). 2.4 1. 9 l. 7 1.6 1.6 1. 4 1.4 1. 2 
Unemployment rates (percent): 

7. 7 7.0 6.3 6.1 6.2 Tota civilians _____________ 6.0 6.1 5.7 
Men 20 and over ___________ 5.9 5.2 4. 7 4. 5 4.5 4.2 4.2 3.9 
Women 20 and over ________ 7.4 7.0 6.1 5.7 5.8 5.8 6.3 6.1 White _____________________ 7. 0 6.2 5. 5 5. 3 5.3 5.2 5.2 4.9 Black and other__ __________ 13.1 13.1 12. 7 11.8 12.4 11. 8 12. 3 11. 9 
Household heads ___________ 5.1 4.5 3.8 3.6 3. 7 3.6 3. 7 3.6 

Source: Economic Indicators, o~tober 1978. 

TABLE 4.-PERSONAL INCOME 

[Seasonally adjusted at annual rate! 

In billions of dollars 

1975 1976 1977 1977, IV II Ill 

Personal income _______________ 1,255.5 1,380.91,529.0 1,593.0 l,628.91,682.41,727.2 
Disposable personal income _____ 1,086. 7 1,184.4 1,303.0 1,359.0 1,391.6 1,433.3 1,464. 7 
PersonalsaviAgs_______________ 83.6 68.0 66.9 73.7 82.4 76.3 74.4 
Per capita dis_posable income: 

Current dollars____________ 5,088 5,504 6,009 6,250 6,287 6,566 6,696 
1972 dollars_______________ 4,025 4, 136 4,271 4,365 4,370 4,399 4,408 

July Aug. Sept. 

94.4 94.6 94.9 

5.2 6.0 6.0 
1. 3 1. 2 1. 3 

6.2 5.9 6.0 
4.1 4.1 4.0 
6.5 6.1 6.0 
5.3 5.2 5. 3 

12. 5 11. 7 11. 2 
3.9 3. 7 3. 7 

Percent change from 
previous period 

annual rate, 1978. 

II Ill 

9.0 13.1 10.6 
9.6 12.0 8.8 

47. 2 -32. 0 -10. 2 

8.8 11.2 7.9 
. 5 2.6 .8 

Savings as percent of disposable 
income. _____________ ------- 7. 7 5. 7 5.1 5.4 5. 9 5.3 5.1 --------------------

Source: Survey of Current Business, October 1978. 

TABLE 5.-PRODUCTIVITY: NONFARM BUSINESS SECTOR 

[Percent change; quarterly data at seasonally adjusted annual rate! 

1970-74 1977, 
(average) 1975 1976 1977 IV 

~~~~!___ _______ ----------- 2.8 -2.5 6.9 5.2 3.5 0.7 
1. 4 -4.3 3.2 3.9 3.0 3.9 

Output per hour. ___________ 1.0 1.9 3.6 1.3 .5 -3.1 
Compensation per hour ______ 7.2 9.9 8.5 8.1 7.6 12.2 Unit labor costs _____________ 6.2 7.9 4. 7 6.7 7.1 15. 7 
Implicit price deflator.. _____ 5.4 10.6 5.4 5.9 4.0 5.8 

Source: Economic Indicators, October 1978. 

1978 

II Ill 

11.6 3.3 
9.8 -.4 
1.7 3.7 
8.2 8.9 
6.4 5.0 

10.8 8.1 
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TABLE 6.--CAPACITY UTILIZATION RATES FOR MATERIALS INDUSTRIES 

(In percent] 

Materials 

Durable goods Nondurable goods materials 

Basic 
Textile, paper and chemical materials 

metal Chem- Energy 
Year: Quarter Total Total materials Total Total Textile Paper icals materials 

1973: 1st.. __________ 92. l 90. 6 95.6 93. 9 94. l 92.8 98.4 93.2 93.8 2d _____________ 92. 5 91.6 97. 2 93.6 93. 7 92. 7 99.5 92.4 93.4 3d _______ . _____ 92. 9 92.3 97.5 93.4 93. 9 93.4 98.8 92.5 94. l 4th ____________ 92. l 91.4 96.8 93.7 93. 7 93. 9 98.2 92.4 92.0 
1974: ls!_ ___________ 90.4 88. 5 94. 7 93.7 93.8 79.4 97.9 92.5 90.5 2d _____________ 89.6 87.4 93. 9 93.0 93.2 89.6 98.4 92. 7 90.3 3d _____________ 89. l 87. 7 92.0 91.4 91.9 84.5 97.0 92.7 89.4 4th ____________ 81.7 79. 9 86.0 81.4 81.0 69. 3 89.9 82. l 87.0 
1975: ls!_ ___________ 71. 5 66.9 75.2 69. 9 67.8 60. l 78. 3 67.2 86.8 2d _____________ 70. 7 64.6 67.0 72.4 70. 3 70.5 73. 5 69.4 85.2 3d _____________ 74. 9 69. 0 70. l 79. 8 78.2 81. 5 81.2 76.5 84.4 4th ____________ 77. l 70.6 69.4 84.3 83.8 86.2 86.4 82. 3 85.2 
1976: 

1st.. __________ 79.3 73.8 74. l 85.6 85. l 84.3 89.8 84.0 85.6 2d _____________ 80. 7 76. 7 79.3 85. 9 85. 2 83. 8 90.6 84.0 84. l 3d _____________ 81.2 78. 4 81.7 84. 8 83. 7 82.4 89.2 82.6 83. 8 4th ____________ 80. 3 76. 5 74. 4 84.4 83.2 79. 7 88. l 83.0 84.8 
1977: 

ls!. •• --------. 80.4 76.5 75.0 85.1 83. 8 78. 7 88.4 84.0 84. 5 2d _____________ 82.6 79.4 80.2 87.2 86.3 78. l 89. 5 87. 7 84.8 3d _____________ 82.3 79. 2 75.3 86. 3 85.1 78.8 89. 3 85. 7 85. 0 4th ____________ 82.2 79. 7 75.2 85. 9 84.5 82.4 86. 7 84. 5 83. 7 
1978: ls!_ ___________ 81.7 79. 3 75.8 86. 7 85.5 80.3 88.9 86.0 80.9 2d _____________ 84.5 82.2 80.4 88.5 86.8 81.2 90.3 87.5 84.9 3d _____________ 85. 7 84.8 NA 87.2 85. 7 NA NA NA 86. l 

Source: Board of Governors of the Federal Reserve System. Accessed from data files of Data Resources, Inc. 

TABLE 7.-HOUSING ACTIVITY 

(Seasonally adjusted annual rates; thousands of units] 

1978 

1975 1976 1977 1977, IV II Ill 

New private housing starts: l unit__ __________________________ 892 1, l~~ 1,451 l, 550 l, 229 1,470 1,453 2 to 4 units _______________________ 64 121 138 103 126 129 5 or more units ___________________ 204 289 414 458 360 517 497 
Total __________________________ 1,160 l, 538 1,907 2,146 1,721 2,114 2,079 
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TABLE 8.-MORTGAGE INTEREST RATE CEILINGS IN THE 50 STATES, DECEMBER 1978 

State Percent 

Alabama •••••.•.•.•• 8. 
Alaska ••••.......... Discount rate +5.1 

Arizona.··-··-······ 12. 
Arkansas •• _ ...••..•• 10. 
California •. _-· ••••••• No limit 
Colorado_ .•.•• '. •.••• 12. 
Connecticut. ••••••••• No limit 

State Percent 

Montana ..•......•••• Discount rate +4.• 
Nebraska •• ·-········ 11, 
Nevada ...•••.•..•... 12 or prime +3.5. 
New Hampshire_ •.... No limit. 
New Jersey ••••..••.. 9½. 
New Mexico_-·--·-·· 10. 
New York.······-··- 9½. 
North Carolina •••••.. No limit. Delaware ••........•• Discount rate +4.1 

District of Columbia_ .• 11. 
Florida ••.. ·-···-·-·· 10 (no limit for savings and loans.) 
Georg_ia .•.. '. •• '._ ••.•• 10. 

North Dakota ..• ·-···· 9½ (12 for savings and loans.) 
Ohio.·-·····--·-···· Discount rate +3.• 
Oklahoma •• __ -·-···· 18. 

Hawaii.········-···· 12 and no limit on AM l's. 
Idaho .•.. ·-··-·-···· 10. 
Illinois .•.. : •• _ ..•••. U.S. bond yield +2½.2 

Indiana.··-········· 18. 
Iowa ••.......•. _ •••• U.S. bond yield +2. 
Kansas ••.... ·-·-···· 11. 
Kentucky······--···· No limit over $15,000. 
Louisiana •... ·-·-··-· 10. 
Maine •..•.•.• _ ••..•• No limit. 
Maryland •• :_ ••••.••• 10. 
Massachusetts •.•...• No limit. 
Michigan ••••. _ .....• No limit. 
Minnesota ...•......• U.S. bond yield +2.2 
Mississippi .. -----··· 10. 
Missouri •.. : .••••..•• 10. 

Oregon •• ·-·--······· 12. 
Pennsylvaliia __ ····-·· U.S. bond yield +2.• 
Rhode Island __ ·-····· 21. 
South Carolina •••.••• 9 to 12. 
South Dakota. __ ••••• 10. 
Tennessee .••.••••••• 10. 
Texas •••.•...•. _ •••. 10. 
Utah .•.••...•••••••• 18. 
Vermont •.....•••.•.. U.S. bond yield +1Ji.t 
Virginia ••. ·--········ No limit. 
Washin_gton .•.•.•.•.• 12. 
West Virginia .•.•...• U.S. bond yield +1½.• 
Wisconsin ..•.•...... 12. 
Wyoming .••. __ .•...• 18. 

Percent 
SUMMARY 

Number Percent 

8 •••••••• ··-· •••••••••••• ·- -··· •• --· ·····-·. 
9½ .......• -•••............ -•.••. -••••••.• -. 
10. ······-·· ...•....... --·- -- -··-·· ..... --.. 
11 ...••• ·- •.•.... -· -··· •• ··-· .• -····· .. -· ... 
12 ••••••••. ·····- ·-········ -..••.•....... -·. 
18 ••• -· ••••...... ·- --···· •..••.•......... -- -

1 21 ... -· -- -· .•............•.•. ··••··• -··- -... 

1~ ~ig~f~Ft: ::: :: :: :::::: :::::::::::: :: ::::::::: 
3 
8 Total.. .•...•........•••••••..........• 
4 

t Set rate geared to Fed discount rate. 
• Set rate geared to the Fed's index of lon11•term government bond rate, or 10-yr bond rate. 
Source: American Bankers Association and Mortgage Bankers Association. 

TABLE 9.-FUNDS RAISED IN U.S. CREDIT MARKETS 

(In billions of dollars; quarterly data are seasonally adjusted at annual rates) 

1977 1978 

1975 1976 1977 Ill IV 

Total funds raised, by instrument. •.•... 220.2 301. 3 399.4 431. 8 438.2 491. 7 
Investment cp)llpan~ ~hares ...........• -.1 -1.0 -1.0 -3.3 .9 (') 
other corporate equ1t1es ..•.•..••.•.••• 11.2 12. 4 4.8 7. 5 6. 5 .9 
Debt instruments ... -··-··········-··· 209.1 289.8 395.6 427.6 430.9 490.9 
U.S. Government securities ............. 98. 2 88.1 84.3 105. 5 91.7 105.0 
State and local obligations ____ ••..•••••• 15.6 19.0 29.2 33.0 25.0 22.3 
Corporate and foreign bonds_······-·-·· 36.4 37.2 36.1 43.3 40.1 30.3 
Mortgages_._ ...... _ .• _ ..•.... _-·._ ... 57.2 87.1 134.0 141. 0 152.4 137. 0 
Consumer credit. .•••......•........•• 9.4 23.6 35.0 32.6 36.2 38.0 
Bank loans, n.e.c ____ ·-·-·-·········-·· -13.9 6.4 32.2 40.9 30.9 67.6 
Open market paper and Rp's·····----·· -2.4 13. 3 19.8 8.8 15.0 50.8 
Other loans .••.•••..... -··· .........•. 8. 7 15.3 25.1 22.4 39.6 39. 9 

1 Less than 0.1, 

Source: Federal Reserve Bulletin, October 1978. 

Number 

1 
10 
9 

51 

II 

464.8 
.4 

1. 8 
462.6 
88.4 
35.8 
32.3 

135. 5 
51. 6 
56.8 
36.6 
25.6 
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TABLE 10.-SELECTED INTEREST RATES 

1978 

1975 1976 1977 
1977, 
Dec. Mar. June Sept. 

3-mo treasury bills ___________ 5. 84 4. 99 5. 26 6. 06 6. 32 6. 71 7. 84 
10-yr Treasury securities (con-

stant maturity) _____________ 7. 99 7.61 7. 42 7. 69 8.04 8. 46 8.42 
Corporate Aaa bonds (Moody's) 8. 83 8. 43 8.02 8. 19 8. 47 8. 76 8.69 
Prime commercial paper, 4-6 mo _______________________ 6. 33 5. 35 5. 60 6. 64 6.80 7. 63 8.44 
Prime rate charged by banks ___ 7. 86 6. 84 6. 83 7. 75 8. 00 8. 75 9. 50 
New home mortgage yields, FHLBB ___________________ 9. 01 8. 99 9. 01 9. 09 9. 26 9.46 9. 73 
Federal Reserve discount rate __ 6. 25 5. 50 5. 46 6. 00 6. 50 7. 00 7. 75-8. 00 
Federal funds rate ___________ 5. 82 5. 05 5. 54 6. 56 6. 79 7.60 

Source: Economic Indicators; Federal Reserve Bulletin. 

TABLE !!.-MONETARY AND CREDIT AGGREGATE 

(Percent change; seasonally adjusted at annual rate! 

1977 1978 

1975 1 1976 1 1977 1 Ill IV II 

Monetary aggregates: M, ____________________ 4. 3 6.2 8. 0 8.0 7. 5 6.2 9. 9 
Mi+------------------ 8. 9 13. 2 8. 4 8.0 6. 7 4. 9 6. 9 M, ____________________ 8. 6 11.4 9. 3 9. 9 8.1 6. 9 7. 9 M, ____________________ 11. 3 13. 2 11.3 II. 9 10. 6 7. 8 7.8 
Deposits at nonbank 

thrift institutions ______ 15. 9 15. 9 14. 2 15. 0 14. 4 8. 9 6. 7 
Bank credit• ___________ 4. 4 8. 8 10. 9 11.1 9.9 9. 6 13. 0 

Reserves: 
Required ______________ -5.2 . 7 3. 8 6. 9 6. 3 8. 4 6. 9 Nonborrowed ___________ -3.6 1.0 2.0 1.7 3.4 14. 5 . 3 

1 December to December. 
• Total loans and investments at commercial banks. 

Source: Federal Reserve Bulletin, October 1978, and Economic Indicators, October 1978. 

TABLE 12.-FEDERAL BUDGET 

Fiscal year-

1975 1976 1977 

8. 45 

Ill 

7. 6 
5.3 
8. 9 

10. 0 

11.6 
11.0 

8. 3 
6.2 

Oct. Nov. 

7.99 8.64 

8.64 8.81 
9. 89 9. 03 

9. 03 10. 23 
9. 94 10. 94 

9. 84 NA 
8.25 9. 50 
8. 96 9. 71i 

Federal Reserve 
targets, 3d 

quarter 1978 to 
3d quarter 1979 

2 to 6 
4 to 6.5. 
6.5 to 9. 
7.5 to 10. 

NA. 
8.5 to 11.5. 

NA. 
NA • 

1978 • !979 

Receipts_____________________________ 281. 0 300. 0 357. 8 402. 0 ii~:~ 
Outlays______________________________ 326. I 366. 4 402. 8 450. 7 

------------------------Deficit_________________________ -45.1 -66. 4 -45. 0 -48. 7 -38. 8 

1 2d Concurrent Resolution, September 1978. 

Source: Economic Indicators, October 1978. 

TABLE 13.-FOREIGN SECTOR 

(In billions of dollars; seasonally adjusted) 

1977, 
1975 1976 1977 IV 

Exports ____________________________________ 107. 6 115. 2 121. 2 29.8 Imports ____________________________________ 96.6 121.0 147. 7 38. 5 

Trade balance ________________________ 11.0 -5.8 -26.5 -8. 7 

Index of weighted average exchan~e value of 
U.S. dollar against currency of big-10 coun-
tries plus Switze:land (March 1973=100) ____ 98.34 105. 57 103. 3 95. 9 

Source: Economic Indicators, October 1978. 

36--895-78--3 

1978 

II Ill October 

30. 8 35.5 37. 7 13. 0 
40.5 42.2 44.0 15.1 

-9.7 -6.7 -6.3 -2.13 

95. 9 95.2 90.6 86.9 
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IV. The Anti-Inflation and Dollar Support Programs 

On October 24, 1978 President Carter announced a three-part pro­
gram for curbing inflation. Then on November 1, 1978 President 
Carter announced that the U.S. Treasury and the Federal Reserve 
Board had taken significant actions to support the value of the U.S. 
dollar in international markets. Both of these profams will have a 
significant impact on economic policies-both fisca and monetary­
in the coming year. They are summarized here to provide additional 
back~ound information and to give an indication of what future 
policies may be directed at achieving. 

A. ANTI-INFLATION PROGRAM 

Objectives: Both wage and price guidelines have been developed by 
the administration. If firms adhere to the price standard (which is to 
reduce the average rate of price increase to 0.5 percent below the 
average rate of price increase in 1976-77) and wages are held to the 
~uideline of 7 percent or less, the result would be a 5¾ percent increase 
m _prices of nonfood commodities and services. 

However, because of wage contracts already i::ig11e<l, and the exist­
ence of some uncontrollable cost increases widespread observance of 
the standard would lead to a.n overnll rate of inflation of 6 to 6½ per­
cent for the year ahead according to 11,dministration statement. 

(iovermnent act ions 
Budgetary pol-icy 

Cut the growth of Federal spending.-Presi<lent Carter pledged to cut 
the share of GNP accounted for by Federal spending to 21 percent 
in Fiscal Year 1980 (Fiscal Year 1979 estimated to be about 22.5 
percent). 

Reduce the Feder-al deficit.-The Fiscal 1979 deficit is estimated at 
$40 billion. The Fiscal Year 1980 bU(lget deficit will be reduced to 
$30 billion or less. 

Federal hiring.-Limits will be imposed on hiring. Only one out of 
two vacancies will be filled as they occur. For Fiscal Year 1979 this 
would amount to a reduction of 20,000 jobs 
Regulatory pol-icy 

Regulatory agencies are required to analyze major new regulations 
to identify and compare costs and benefits. 

A Regulatory Council has been formml which will coordinate 
duplicative and overlapping rngulations. The new Regulatory Council 
will also develop a unified ca.lenclar of major regulations. This will 
include a comprehensive list of major regulations to be proposed. 

Each executive branch regulatory agency has been directed to in­
clude additional regulations that have a major economic impact in the 
"sunset" reviews that are required. 

Private sector requirements 

Pay standard-voluntary 
Annual increases in wages and private fringe benefits should not 

exceed the 7 percent guideline. 
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Workers earning less than $4 per hour and existing contracts are 
excluded. 

Multiyear contracts are to average 7 percent over the life of the 
contract, with first year increases limited to 8 percent or less. 

Increases above the standard would be acceptable to the extent 
that they reflect changes in work rules and practices that 'Show pro­
ductivity increHscs. 
Price standard-voluntary 

Firms are expected to limit their price incrcHses over the next year 
to 0.5 percent below the average annuHl rate of price increase during 
1976-77. 

If wage increases decelerate by more than 0.5 percent below the 
1976-77 base period average, greater deceleration in prices will be 
required. 

The standard applies to a firm's overall average price, not specific 
products. 

Firms that cannot meet the price standard because of unavoidab'.e 
cost increases must meet a before-tax profit margins test in which profit 
margins are to be maintained to no more than the best 2 out of the last 
3 fiscal years. 

Real wage insurance (requires legislation) 

Workers who are members of groups that meet the pay standard 
would receive a tax rebate if inflation exceeds 7 percent in the year 
ahead. 

The rebate would be equal to the difference between the actual 
inflation rate and 7 percent, multiplied by an individual workers pay, 
with an upper limit to be established. 

Incentives for compliance 

Increases in excess of either the wage or price standards will trif3ger 
actions by the Government such as: 

Reexamination of various restrictions on imports, and, where ap­
propriate, relaxing them; 

Asking regulatory agencies to review rate levels and other rules; and 
Modification in those regulations that set minimum levels for prices 

or wages in specific situations. 
Government p11rchases 

To the extent consistent with legal requirements and ensuring 
national security, the President will direct Government agencies to 
limit purchases to firms observing the pay and price standards. 

After January 1, 1979 the Government will require firms awarded 
contracts in excess of $5 million to certify that they are observing the 
standard. This is tu be administered by the Office of Federal Pro­
curement Policy of 0~1B. 
Monitoring 

The Council on Wage and Price Stability will be expanded by about 
100 persons to monitor adherence to the wage-price stan<lRwls by 
firms and employee groups. (This increase in staff will initially be (lone 
by borrowing staff from various agencies. A permanent increase would 
require legislation). 
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COWPS has authority to require information relating to prices, 
profits, and wa~e rates. 

COWPS will identify areas of the economy and firms that are not 
complying with the standards. 

COWPS will monitor on a regular basis wage and price develop­
ments of individual firms with annual sales in excess of $500 million. 

All major collective bargaining settlements will be monitored. 

B. THE PROGRAl\£ TO SUPPORT THE DOLLAR 

This program involves actions taken by the U.S. Treasury and the 
Federal Reserve System. The main points in the program are: 

An increase in the Federal Reserve discount rate from 8½ percent to 
9}~ percent. 

A supplementary reserve requirement equal to 2 percent of time 
deposits of $100,000 or more for Fed members. This would raise 
reserve requirements by $3 billion. 

The Fed will increase its currency renewable credit lines with the 
West German, Japanese, and Swiss Central banks to $15 billion from 
the current $7.4 bilhon. 

The United States soon plans to issue Treasury securities denomi­
nated in foreign currencies in amounts up to $10 billion. 

The United States will draw $3 billion in foreign currencies from its 
reserves at the International Monetary Fund. 

The United States will sell $2 billion of its IMF Special Drawing 
Rights for foreign currenciel'l. 

The Treasury will expand its gold sales to at least 1.5 million ounces, 
startin'g in December. (Currently they are selling 300,000 ounces each 
month.) 

V. Economic Outlook 

1vfany private economists have revised their economic forecasts for 
1979 based on the President's anti-inflation program and actions to 
support the value of the dollar. Both the administration and Federal 
Reserve Chairman Miller have publically said that they do not expect 
a recession. On the other hand, private economists, both conservative 
and liberals, believe the probabilities are high that there will be a 
recession in 1979. 

The quotations which follow reflect recent views by private econo­
mists as to the current outlook for the economy (following the Presi­
dent's actions on inflation and the dollar.). 

Milton Friedman: "We have gone beyond the point of restoring 
the economy without a recession." 

Arthur Okun: "A recession is now a probability rather than a pos­
sibility for next year." 

Robert Triffin: "The new program gives convincing evidence that 
the United States will fight inflation, but recession is a serious danger." 

Joseph Peckman: "The President's program substantially increases 
the probability of a recession very soon." 

Economists of Citibank: Emphatic measures taken to def end the 
dollar could cause the Nation's money supply to tighten sooner than 
anticipated. "If it does, the recession would probably begin in the 
middle of 1979 rather than in 1980." 

Alan Greenspan: "It is probably too late to avoid a recession next 
year" and "Carter's actions simply increase the probability of recession 
by mid-1979." 
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Otto Eckstein: "The high money-market interest rates have already 
begun to cut off mortgage money from housing. Usury laws are taking 
many financial institutions out of the lending business and even the 
new 6-month savings certificates cannot keep money flowing into 
savings accounts. Today's interest rates are also high enough to cause 
developers to shelve commercial construction plans, and to make cor­
porations reexamine plant and equipment projects. Next year's out­
look was moderate even before the new policy. Consumers are over­
borrowed and housing activity is higher than the long-term needs. 
Putting the credit squeeze together with an aging upswing makes a 
1979 recession probable. 

George Perry (Brookings): "By embracing much higher interest 
rates, the President has raised the risk of recession more than he would 
like, and certainly more than I would like. He could have tried to roll 
back the increases in payroll taxes and minimum ·wages scheduled for 
January, reduce any rise in energy prices for some time to come, mini­
mize import restrictions and crack down on regulatory measures that 
raise costs and prices more than necessary. I mean an all-out vigorous 
assault on every front. I know everyone says, 'But you can't do this, 
it's politically impossible.' But why is it better to throw a lot of people 
out of work? The political process may say 'yes' to joblessness more 
readily than 'no' to special pressure groups. But let's confront that 
process with the blame for the dreadful choices that the Carter people 
have had to face this fall." 

Lane Kirkland (AFL-CIO): "The White House actions mean another 
monetary crunch from high interest rates, and another recession. This 
recession will start from a higher unemployment level than the last 
one-a million workers more. Higher interest rates could destroy the 
housing industry and curtail needed investment in plant and 
equipment. 

Sam I. N akagama: "Now that President Carter has opted for a 
recession, it is not surprising that many economists are now scurrying 
to change their forecasts.'' 

The following table summarizes econometric forecasts for the next 
year prepared by Chase Econometrics, Data Resources Inc., and 
Wharton Econometric Forecasting Associates. This information was 
available to subscribers of those services, and made available to the 
Banking Committee by the Congressional Research Services of the 
Library of Congress upon request of the committee. Each of the fore­
casts was made after the announcement on November 1 of the action 
taken by the U.S. Treasury and the Federal Reserve to support the 
dollar. Both the Chase and DRI forecasts have at least two quarters of 
negative growth in real GNP, which satisfies the definition of a reces­
sion according to the National Bureau of Economic Research. 

ECONOMIC FORECASTS: FOR THE PERIOD 3D QUARTER 1978 THROUGH 3D QUARTER 1979 

Chase DRI Wharton 

Real growth (percent change in constant dollar GNP)__________________ -0 
Inflation (percent chanie in GNP implicit deflator)____________________ 6. 9 
Percent change in civilian labor force________________________________ 2. 0 
Unemployment rate: 

Average during entire period___________________________________ 6. 5 
3d quarter 1979_______________________________________________ 7. 2 

Percent change in Federal Reserve industrial producton index__________ -. 5 
Growth of money supply (M 1) (percent)______________________________ 5. 8 
Federal funds rate 3d quarter 1979 _____ ----------------------------- 9. 21 

1.0 2.1 
7.0 6.8 
2.4 2.5 

6. 3 6.1 
6. 7 6.1 
-.3 3. 7 
5.8 6. 3 
8. 79 9. 70 

Sources: Chase Econometrics: Higher Interest Rate Forecast of Nov. 2, 1978. Data Resources (DRI): Control Forecast 
of Nov. 2, 1978. Wharton EFA: Quarterly Model Control Solution of Nov. 3, 1978. 
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VI. Summary of Testimony: November 15, 1978 

On the first day of the committee's hearings on the conduct of 
monetary policy, four economists presented their views on the econo­
mic outlook and the appropriate policy stance of the Federal Reserve 
Board and the Federal Open Market Committee. 

Two weeks prior to the hearings, on November 1, 1978, the Federal 
Reserve increased its own <liscount rate by a full percentage point to 
9.5 percent, an all-time higl1 for that pol icy rate. The discount rate 
interest rate charged by the Federal Reserve banks on loans made to 
members banks. These loans are usually jade in order to allow the 
banks to meet a temporary reserve deficiency so that they may satisfy 
their reserve requirement. The discount rate is generally adjusted 
from time to time when borrowing at the Federal Reserve banks 
becomes excessive or when the spread between money market interest 
rates (such as the Federal funds rate which is an alternative source of 
funds for banks) and the discount rate widens. As this gap widens 
member banks are given a strong incentive for borrowing at the Federal 
Reserve's discount window. 

The recent increase in the discount rate was taken, according to the 
Federal Reserve, to bring that rate into closer alignment with money 
market interest rates, and to stop the speculative slide of the exchange 
value of the dollar. In this case, the increase in the discount rate was 
made in order to close the gap between money market rates and the 
discount rate, and to give a signal to the money and credit markets, 
both domestic and international, that the Federal Reserve would 
pursue tighter monetary conditions in order to fight inflation. This 
commitment to the inflation fight was seen as strenthening the value 
of the dollar. 

Each of the witnesses was asked for his view of the recent discount 
rate increase. Mr. Olsen indicated that the discount rate does not 
usually have a significant effect on other interest rates, and therefore 
he expected none at this time. Both Mr. Olsen and Mr. Perry indicated 
that the program to support the dollar had been successful thus far. 
However, Mr. Olsen expressed some doubt about its long-run effective­
ness. And, Dr. Perry expressed concern about pursuing policies which 
are a response to speculation and foreign exchange markets rather 
than a response to the economy's domestic needs. 

Each of the witnesses was asked for their views on the current 
economic outlook. Without exception all the witnesses forecast an 
absolute decline in consumer spending for durable goods. They also 
indicated that the growth rate of plant and equipment spending would 
only be sightly above zero and that inventories would probably fall 
sharply after the end of the year. In his comments, Dr. Sommers 
stated that the economy would inevitably fall into a recession in 1979. 
Dr. Perry agreed saying that a recession was very likely with the 
credit restrictions now in place by the Federal Reserve. Dr. Cagan, 
while admitting that there was a possibility of recession, indicated 
that the gradual reduction in the growth of the money supply coupled 
with increased demand would prevent a recession. l\fr. Olsen forecast 
that monetary policy would become sufficiently restrictive as touse ca 
a recession sometime in 1979. 

Without exception, each of the witnesses expressed deep concem 
about our inflation problem, and over the crucial role of expectations 
in the inflationary process. Mr. Olsen said that policy is increasingly 
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becoming "a captive of the market", both the international money 
markets and domestic markets. Mr. Olsen indicated that to be effec­
tive in reversing inflationary expectations, the Federal Reserve must 
convey a message that it is committed to a long-term policy of gradually 
slowing the inflation rate. While monetary policy can appropriately 
vary over the business cycle, an overall trend of slowing money growth 
must be perceived in both domestic and international markets. At the 
same time, Mr. Olsen and Dr. Perry were critical over monetary 
policy's traditional inflation cure of tightening money growth, and 
falling into a recession-for historically, recessions have not stopped 
the long-run inflationary problem. In Dr. Perry's opinion, the way 
the price-wage mechanism works must be examined, as must the role 
played by the Government. Dr. Sommers expressed concern that the 
psychological state in the United States already anticipates a recession 
as shown by the stock market decline and the erosion of liquidity in 
both the automobile and construction industries. Therefore, Mr. 
Sommers felt the issue was how to keep the economy going at a mod­
erate pace while dealing with the Nation's liquidity problem. 

In his testimony Dr. Perry had indicated that fighting inflation will 
require more than just restrictive monetary and fiscal policies which 
slow demand and moderate inflation, although at the very high price 
of high unemployment and lost output. In his view, eliminating need­
less Government regulations, procedures, and laws, which add to the 
cost of prices in the private sector must be the goal of the policy. Dr. 
Perry also said that the Government must break the wage-price spiral 
by intervening in the wage and price setting process in the private sector. 
He offered strong support for the President's new anti-inflation program 
with his real wage insurance, which he said shows an innovative effort 
in anti-inflation policy. 

Mr. Olsen indicated that the President's wage and price guidelines 
program will only complicate the Federal Reserve's task of conducting 
effective monetary policy. He added, that the Federal Reserve should 
be given greater freedom from political influence, which has resulted in 
excessive money growth to finance impru<lent Government policies. 

The witnesses were asked to comment on the housing mdustry's 
partial insulation from high money market interest rates and its effect 
on monetary policy. The reference here was to the increased flow of 
funds into housingmarkets because of the new six-month money market 
certificates that were introduced last June. These money market 
certificates have provided approximately $50 billion through the end of 
October to the depository institutions. Mr. Olsen told the Committee 
that he still expects a decline in the housing industry since the J)rotec­
tion offered by the money market certificates will not be sufficient. 
He noted that with inflationary expectations, the creation of credit 
by the marketplace favors the bidders for short-term funds, hitting the 
housing sector very hard. Dr. Cagan indicated that the housing sector 
can adjust to boom and recession quite easily, and thus it helps to 
stabilize the economy. However, he said that the housing sector must 
not bear the full brunt of high interest rates in this inflationary period. 
Mr. Sommers indicated that even though the housing industry is some­
what sheltered from high interest rates, he expects housing activity to 
begin to decline in December and that the decline will continue mto 
1979. Dr. Cagan indicated that one thing that could be done would be 
for the Government to step out of the credit markets at this time so 
that credit could go to the private sector. He said, "Some demands for 
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credit have to be cut back and the question is exactly where it should 
fall? The more evenly it falls, I would say, would be much better." 

In response to a question about the current Government deficit 
causing inflationary pressures, Dr. Perry said that he did not think 
that gradually decreasing the size of the budget deficit would have 
altered the present inflation problem. He continued to say that there 
is no correlation between money grmvth and Government deficits. 
Dr. Sommers indicated that most Western countries are running at a 
deficit although they are not experiencing high inflation. In Mr. Som­
mers' opinion, it is the credit explosion in the private sector which is 
pressuring interest rates. 

Mr. Olsen added that balancing the budget alone could not cure 
inflation but that it would help the monetary authorities in controlling 
money supply growth. Dr. Cagan told the committee that balancing 
the budget would help decrease Government demand for credit, and 
thus put less pressure on interest rates to rise. He aclded that this 
alone would not cure inflation. 

In his testimony Dr. Cagan emphasized that in his opinion, the 
present monetary aggregates are not sufficient as indicators of mone­
tary policy. He emphasized that there are many substitutes for trans­
actions balances which alter the n:errning of narrowly defined money 
stock 1\,11 • (On November 1, 1978, cornmerciill hanks were permitted 
to offer a new automatic transfer service, in which a Lank customer 
could enter into an agreement with his bank to have the bank auto­
matically transfer funds from his savings account to his checking ac­
count to cover any overdrafts \\l.ieh might arise.) 

During the questioning, each of the witnesses was asked about their 
views as to the meaningfulness of the monetary aggregates as an indi­
cator of monetary policy and whether there was any other indicator 
of monetary policy which the Congress should be following, if in fact 
the new automatic transfer service renders the money stock Mi, as 
currently defined, unsatisfactory. Dr. Cagan suggested that while the 
present aggregates are not sufficient, new monetary aggregates which 
take into account the new types of transactions balances could be 
defined, and an overall monetary measure of all transactions balances 
would be the best. Dr. Sommers indicated that the monetary base 
would be helpful in this transition period, but that new measures need 
to be examined. Dr. Perry suggested that M 2 has a closer relationship 
to economic activity than M 1 anyhow. All of the witnesses expressed 
their desire to see the Federal Reserve take prompt action to clevise 
a new monetary aggregate which would be a truer reflection of eco­
nomic activity. 

In his recommendations to the committee Dr. Cagan suggested that 
all transactions balances and their close substitutes be subject to a 
uniform reserve requirement of 10 percent backed by deposits held at 
the Federal Reserve banks on a current basis. Included in this defini­
tion of transactions account would be all balances that are fixed in 
dollar amount and can be transferred to third parties within a busi­
ness week by written or telephone requests. He indicated that the 
reserve requirements against such transactions balances would give 
the Federal Reserve more control over the money supply. He also 
proposed that reserve requirements for all other types of deposits be 
reduced to zero. Dr. Cagan told the committee that the prohibition 
against interest rates on demand deposits should be repealed, and that 
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this would eliminate pressure on banks to circumvent the prohibition 
which has played an important part in limiting the effectiveness on 
monetary policy. 

In his testimony, Dr. Sommers told the committee that given its 
present '.{)owers the Federal Reserve could not have behaved suffi­
ciently different as to alter our current economic condition. He recom­
mended that the J;>Owers of the Federal Reserve be enlarged to include 
tools capable of mfluencing the demand side of credit markets. He 
said that sensible credit restraint powers, far short of absolute direc­
tion of credit, would help to moderate the business cycle, preserve a 
steadier course for private investment, permit more effective response 
on the part of the Federal Reserve's supply-side powers, and produce 
interest rates both less volatile and lower on average. He also ex­
pressed some doubts as to whether the United States could balance its 
budget in the near future. Yet, with credit restraint in the private 
sector, the deficit should not be highly inflationary. Dr. Sommer::; 
indicated that an effective incomes policy could provide an environ­
ment needed to slow inflation provided it receives national support 

V.Jl. Summary of Testimony: November 16, 1978 

G. William Miller, Chairman of the Federal Reserve Board, was 
the sole witness before the committee on the second day of its hearings 
on the conduct of monetary policy. Chairman Miller was reporting 
to the committee on behalf of the Federal Reserve Board and the 
Federal Open Market Committee. 

Chairman Miller indicated to the committee that continuing domes­
tic inflation, and a sharp decline in the value of the dollar in foreign 
exchange markets have posed growing threats to the vitality of the 
United States and world economies. 

The objective of the Federal Reserve, according to Chairman 
Miller, has been to foster monetary and financial conditions that 
would lead to a reduction of inflationary pressures. while encouraging 
continued moderate economic growth. He noted that real GNP grew 
at a 4 percent annual rate so far this year compared with M~ percent 
during 1977 and that this slower pace in expansion has been sufficient 
to achieve substantial gains in employment, while at the same time 
avoiding a significant overshoot of general levels of resource utiliza­
tion that might have intensified inflationary demand pressures in 
both the labor and product markets. 

Chairman Miller noted that there had been a marked pickup in 
the rate of inflation so far this year. Consumer prices have climbed at 
an annual rate of 9½ percent. This rapid increase was caused by 
several factors: higher farm prices, legislated increases in the Federal 
minimum wage, and in employer contributions for social security 
and unemployment compensation, wage gains, and lagging produc­
tivity performance. He also added that the depreciation of the dollar 
in international exchange markets has raised the prices of imports. 

In his testimony, Chairman Miller indicated that President Carter 
had announced a major program to break the self-destructive cycle 
of wages chasing prices and prices chasing wages. His testimony in­
cluded a .. brief descri[>tion of the program without explicit endorse­
ment by the Federal Reserve Board. He did note that the administra­
tion's anti-inflation program was strengthened by joint action to the 
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Federal Reserve and the Treasury to strengthen the dollar in the 
foreign exchange markets. 

He also noted that if the cooperation of business and labor that is 
so essential to the success of the administration's anti-inflation program 
is to be obtained, and if we are to gain the fullest benefits of the recent 
dollar support initiatives, it is absolutely essential that monetary and 
fiscal policies demonstrate prudent restraint. In reviewing recent 
economic trends in the economy and international markets, Chairman 
Miller indicated that the current expansion will likely be sustained but 
at a more moderate pace over the next year or so. Chairman Miller 
indicated some concern that record levels of borrowing by consumers 
have played an important role in supporting consumer outlays, and 
that the heavy repayment burdens that households face are likely to 
be an increasing constraint on spending in the forthcoming year. 

Financial factors, according to Chairman Miller, should induce some 
tapering off of home building in 1979. Although housing starts have 
remained on a high plateau, the effects of recent increases in interest 
rates will soon begin to show through and slow housing production. 

During the next year spending on plant and equipment, according 
to a recent private survey of investment intentions, suggests only a 
modest increase in real terms. Also, inventories are by and large quite 
lean in relationship to current sales levels. 

Chairman Miller gave the committee his own expectations for the 
economy for the policy periodQ3 :1978 toQ3 :1979. He indicated that he 
expected real GNP to increase by roughly 2% to 3 percent, and that 
with the labor force growing at a less rapid rate than during the last 
couple of years that this rise in economic activity should be enough to 
keep the unemployment rate in the 5¾ to 6¼ percent area. His pro­
jection of economic growth and unemployment assume that the infla­
tion rate will slow to the 6% to 7% percent range. 

According to Chairman Miller it is the intention of the Federal 
Reserve to work toward a gradual deceleration of monetary and credit 
expansion to a pace consistent with price stability. The speed with 
which this can be done without severely disrupting economic activity 
is limited by the degree to which inflation has become embedded in 
our economy. The actual growth of M1 over the past four quarters 
was well above the 4 to 6% percent range for this aggregate set by the 
Federal Open Market Committee, but growth in the broader aggregate 
was within narrower ranges. He emphasized that growth in the 
monetary aggregates has to be evaluated in relation to basic economic 
and financial forces affecting the public's preferences for money in 
its various forms. 

Chairman Miller also indicated that the pattern of growth in the 
broader monetary aggregates has been strongly influenced by the 
introduction at banks and thift institutions of the 6-month money 
market certificate whose ceiling varies weekly with changes in the 
6-month Treasury Bill rate. 

At its October meeting the Federal Open Market Committee up­
dated its desired ranges of ~rowth for the monetary aggregates. 
Chairman Miller said that this task was complicated by the mtro­
duction on November 1, 1978 of automatic transfer services which 
permit customers to authorize their banks to shift funds from savings 
to demand deposit accounts as needed to cover checks written. This 
innovation should have a major impact on M1 as consumers take 
advantage of the opportunity to reduce their holdings of nonearning 

Digitized for FRASER 
https://fraser.stlouisfed.org 
Federal Reserve Bank of St. Louis



21 

demand deposits. He added that the size of this effect cannot be pro­
jected with any real precision. Thus, Chairman Miller suggested to 
the committee that FOMC's objectives with respect to the monetary 
aggregates for the I-year period from Q3 :1978 to Q3 :1979 is more 
clearly indicated by the broader aggregates M2 and M3 • Chairman 
Miller emphasized that growth in M1 is likely to be quite uncertain 
during the policy period because the public can be expected to shift 
funds to take advantage of the new automatic transfer service. 
However, great uncertainties exist about the speed and the extent to 
which the public may undertake such shifts. Because of the uncer­
tainties about the relationship between M1 and the transactions de­
mand for money, and in view of the widening role of financial trans­
actions played by savings accounts, the Federal Open Market Com­
mittee has adopted a growth range for a new monetary aggregate, 
called M 1 + (M1 plus savings accounts at commercial banks, NOW 
accounts, demand deposits at mutual savings banks, and credit 
union share drafts). 

Thus, the ranges of growth of the monetary and credit aggregates 
for the policy period Q3 :1978 to Q3 :1979, desired by the Federal Open 
Market Committee (FOMC), ase as follows: 
Credit aggregate: 

M1--------------------------------------------------­
M1+-----------------------------------------------­
M2-------------------------------------------------­
Ms- - - - - - -- -- -- -- -- -- ---- -- -- -- -- -- -- -- -- -- ---- -- -·- --Bank credit _____________________________________________ _ 

1 No change from previous target ranges. 

Percent 
2 to 6. 
5 to 7½. 
I 6½ to 9. 
I 7½ to 10. 
8% to 11}~. 

With regard to M 1, the FOMC changed the range of growth signifi­
cantly. The previous range to 4 to 6½ percent was lowered in order to 
take into account the unexpected shifts the public may make between 
demand and savings accounts to take advantage of the automatic 
transfer service. The band was widened because of uncertainty about 
the size and speed of the shifts. 

Chairman Miller emphasized to the Committee that distinctions 
among depository institutions with respect to their deposits have 
become increasingly blurred, and that existing measures of the mone­
tary aggregates, as a result, have become outdated. The Federal 
Reserve is studying possible adjustments to the monetary aggregates 
to reflect the changing institutional environment. The measurement of 
M1 + represents an "interim step" in this process while a more com­
prehensive revision is underway. 

Chairman Miller said that the monetary aggregates are useful indica­
tors of financial conditions. However, continuing change in the in­
stitutional environment, and in public preferences for different 
deposits indicates that any single monetary measure, or even a set of 
several measures, can by no means be the sole focus of policy, He said; 
"Thus, a broad range of financial indicators-including nominal and 
real interest rates, credit flows, and liquidity conditions-necessarily 
must be considered in assessing the stance of monetary policy." 

In the question and answer period that followed the presentation of 
his prepared testimony, Chairman Miller answered questions from the 
members of the committee which covered a wide range of topics. In 
response to questions about the Federal Reserve's monetary policies, 
Chairman Miller made the following points: 
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Monetary Policy cannot fight inflation alone. A sound fiscal policy 
and inco:mes policy, and decreasing Government regulations must also 
be used; 

The President's voluntary wage-price guidelines policy should not 
be permitted to reduce capital investment in the capital sector due to 
restraints on profits. Mandatory controls should not be enacted be­
cause they create inequities and shortages while only postponing the 
inflation problem; 

The actions taken by the Treasury and the Federal Reserve on 
November 1, 1978 to stablize the dollar were justified and necessary 
to restore declined conjfidence by foreigners in America's ability to 
combat and fight inflation. Credibility will be established only when 
international markets perceive an American Government seriously 
committed to long-tel'IIl. anti-inflation policies; 

Monetary policy of the Federal Reserve is consistent with real GNP 
growth over the next 12 months in the range of 2½ to 3 percent; 

Recession is not a good policy alternative. Historically, inducing 
a recessibil has not been an effective cure for inflation; 

A 3 to 3¼ percent rate of growth of real GNP us required for the 
unemployment rate to be maintained at any given level. Given the 
consistency of current monetary policy with real GNP growth in the 
2}' to 3 percent range, it is possible that the unemployment rate may 
increase, perhaps significantly, during the next year. 

The housing industry is expected to decline somewhat in 1979 in 
spite of the new money market cert,ificates which were designed to 
lessen the impact of high interest rates on that industry; 

Although the new monetary aggregate M1 + will eventually monitor 
economic activity more closely than M1, it still fails to segregate the 
savings deposits which are not transactional in nature from those that 
are transactional. The Federal Reserve is presently perfecting this 
new measure, and may introduce further changes in the future; 

The Federal Reserve Board has not been asked by the administra­
tion to monitor profit margins or interest rate increases in the banking 
community, as part of the new anti-inflation program. If it is asked to 
do so it would undertake this task; 

The establishment of a special prime rate from small businesses is a 
desirable innovation. At the time of the hearings, only one major bank 
had introduced this dual prime structure, but its spread to other banks 
was encouraged; 

The Federal Reserve is very concerned over the estimated $400 
to $600 billion of uncontrolled Eurodollar deposits. Only a concerted 
international bank effort would bring these deposits under closer con­
trol; and 

If the Congress were to reduce spending, say by $30 billion below 
what it othenvise might be, there would be an 8 percent reduction in 
the demand for credit, and a convincing indication of Government 
actions to restrain inflation. There might be, therefore, a fairly prompt 
reduction in long-term interest rates. 

VIII. The Monetary Aggregates 

At its October meeting the Federal Open Market Committee 
approved a newly defined monetary aggregate, M1 +, for use in the 
formulation of monetary policy. Chairman Miller announced this 
change to the Banking Committee during his testimony. The new 
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aggregate is composed of Mi, all savings deposits at commercial 
banks, all NOW accounts, demand deposits at mutual savings banks, 
and credit union share draft accounts. 

On November 1 automatic transfers services were introduced. These 
will permit consumers to authorize their banks to shift funds from 
savings to demand deposits as needed to cover checks that have been 
cleared. This new service prompted the addition of M1 + to the array 
of aggregates used for monetary policy formulation. The new auto­
matic transfer service is expected to have a significant impact on the 
growth of demand deposits, and thus on the narrowly defined money 
stock Mi, as consumers take advantage of the opportunity to reduce 
the average size of their interest-free demand deposits. As Chairman 
Miller noted in his testimony, it is impossible to predict the speed 
and ma~itude of such adjustments. But, so long as the prohibition 
against mterest payment on demand deposits is in effect, such shifts 
will take place. The prohibition will also continue to induce regulatory 
and institutional innovations to facilitate transfers from interest bear­
ing liquid assets such as savings deposits. The recent publication for 
comment by the Federal Home Loan Bank Board of proposed regula­
tions permitting "payment order accounts" for savings and loan 
associations is a timely example of this trend. 

Such changes make savings deposits more like transactions accounts. 
However, not all savings accounts will have transactional character­
istics. While it is important to have a monetary aggregate measure 
that is composed of all transactional deposits, the aggregate M1+ 
does not accomplish that objective. The proportion of bank savings 
deposits used to make payment is currently small. Although the 
growth of transactional savmgs deposit components is likely to accel­
erate, a large proportion of savings deposits will always be used for 
the traditional reasons-that is, as a temporary abode of purchasing 
power and wealth. Such funds should not be lumped together with 
demand deposits and other transaction type assets. The increased 
transactional characteristics of savings deposits due to automatic 
transfer services, payment order accounts, and the recent authoriza­
tion of NOW accounts in New York raises important questions for 
monetary policy that must be addressed in a timely manner by the 
Federal Reserve Board. 

The Federal Reserve should devise a method to clearly distinguish 
transactional from nontransactional savings deposits. This would allow 
the correction of a major short-coming of M 1+. Moreover, it would 
aid monetary control for it would permit the Federal Reserve to ad­
just the reserve requirement on transactional savings to a level com­
mensurate with the reserve requirement on demand deposits. This 
would reduce the slippage that occurs currently when transfers are 
made from demand to savings deposits. 

In early 1974, the Board of Governors of the Federal Reserve 
System asked a group of prominent economists to review the mone­
tary aggregates used by the Federal Reserve in the formulation and 
implementation of monetary policy. The group, which became known 
as the Advisory Committee's recommendation to the Board with re­
gard to the definition of the monetary aggregates was as follows: 

Recent financial developments suggest the possibility of radical changes in the 
Nation's payment order or withdrawal accounts and we do not recommend changes 
in the definition of M1 or other monetary aggregates now, we do recommend that 
the Federal Reserve begin to collect and publish systematically data on new close 
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substitutes for demand deposits (such as negotiable order of withdrawa1 and pay­
ment order of withdrawal accounts and overdraft facilities if possible), and that it 
develop experimental aggregates that combine demand deposits with those savings 
accounts that are readily convertible to a demand basis. 

Financial innovation and regulatory changes have been rapid in recent years. 
Combined with the prohibition of payment of explicit interest on demand deposits 
and other regulatory changes, high interest rates have stimulated the development 
of various close substitutes for demand deposits. These substitutes are still rel­
atively small in dollar amounts, but they may be beginning to have substantial 
effects on the rate at which the currently defined money stock turns over. If these 
developments continue, they may change substantially the historical relationships 
between the present monetary aggregates and aggregate demand for goods and 
services. Thus, the Federal Reserve and other supervisory agencies should begin 
now to collect and analyze the data needed to understand these new relationships 
as they develop, including the possible introduction of new aggregates to take new 
developments into account. 

The Advisory Committee's report to the Federal Reserve indicated 
that important changes have also been taking place that have impor­
tant implications for the definition of the broader monet,ary aggregates 
M 2 and M 3 • Since mid-1973 banks have been required to impose staff 
penalties for early withdrawal of time deposits prior to maturity, a 
requirement that has sharpened this distinction bet,veen savings and 
time deposits. In recent years the regulatory agencies authorized 
longer maturity small-denomination time deposits in order to provide 
depositors with the possibility of higher interest deposits. As a con­
sequence there has been a tendency for small denomination time 
deposits to become increasingly concentrated in the longer maturities 
because interest ceilings and rates paid on such maturities makes them 
relatively more attractive than the shorter maturity deposits. The 
inclusion of the longer-maturity time deposits-the 4-, 6-, and 8-
year certificates-in M 2 and M 3 has resulted in monetary aggregates 
composed of transactional deposits (demand), liquidity deposits 
(savings and short-maturity time) and illiquid investment deposits 
(longer maturity time certificates). Therefore, it is unclear how the 
behavior of these aggregates vis-a-vis the economy should be inter­
preted and their usefulness as indicators of monetary policy is some­
what diminished. The Federal Reserve should address itself to this 
issue since its monetary policies are explained to the Congress, at 
least partially, by growth targets for M2 and M3• 

Given the definitional problem with the monetary aggregates and 
the changing nature of transactional accounts, their usefulness as 
indicators of monetary policy at the present time is open to serious 
question. Indeed, Chairman Miller's own statement on this was: 

While monetary aggregates are useful indicators of financial conditions, the 
continuing change in the institutional environment and in public preferences for 
different deposits indicates that any single monetary measure, or even a set of 
several measures, can by no means be the sole focus of policy. Thus, a broad 
range of financial indicators-including nominal and real interest rates, credit 
.flows, and liquidity conditions-necessarily must be considered in assessing the 
stance of monetary policy. 

The committee recognizes the Federa.l Reserve's problem. It ex­
pects that during this period when the monetary aggregate measures 
are undergoing change, the monetary policy plans and objectives will 
be expressed not only in terms of the desired growth in the aggregate, 
but also that further explanation in terms of the desired chan~es in 
the broader range of financial indicators suggested by Chairman 
Miller, will be of the Federal Reserve's policies. 
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IX. Analysis of the Federal Reserve's Policy Plan 

The Federal Reserve announced to the committee that for the period 
from the third quarter 1978 to the third quarter 1979, its plans and 
objectives for the monetary aggregates are for growth of M1 between 
2 and 6 percent, growth of M 1 + between 5 and 7}~ percent, growth of 
M2 between 6}' and 9 percent, and growth of Ma between 7}~ and 10 
percent. The Federal Reserve also anticipates that bank credit will 
expand at an 8}' to 11}~ percent rate. The growth rate ranges for M2, 

Ma, and bank credit are the same as those previously adopted by the 
Federal OJ?en Market Committee and announced to the House Bank­
ing Committee last summer. The growth rate range for M 1 was lowered 
from the previous range of 4 to 6% percent and it was also widened. 
According to Chairman Miller the modifications in the objectives for 
M 1 growth reflect the expectation that consumers will shift funds from 
their noninterest bearing demand deposits into savings deposits to 
take advantage of the new automatic transfer services, and the un­
certainties about the speed and extent to which the public may under­
take such shifts. Chairman Miller also told the committee that 
existing measures of the monetary aggregates are becoming outdated 
and that the new monetary aggregate M 1 + represents an nterim 
step toward a comprehensive review and revision that is now under­
way. Included in this review will be the broader measures M2 and M3 

because of the lengthened maturity of consumer-type time deposits 
which makes them less money-like. 

The Federal Reserve's policy plan is difficult to judge accurately by 
looking at the monetary aggregate ranges because of the uncertainties 
caused by the introduction of automatic transfer services which are 
likely to affect the growth of Mi, and the introduction of the 6-month 
money market certificates that have already affected the growth of 
M 2 and Ma. In fact, Chairman Miller admitted during questioning 
that the Federal Reserve does not know what is likely to happen to 
M 1 growth, and the growth of M1 + is also highly uncertain. During 
each of the last 3 weeks of November M 1 declined, at least partially 
because of the new automatic transfer arrangements. Over the month 
of November, M 1 actually declined at about 6.5 percent annual rate, 
and over the past year growth has been 7.2 percent, in sharp contrast 
to the rapid growth of more than 8 percent registered earlier this year. 
Given this behavior it appears that M 1 will not be a useful indicator of 
monetary policy in the future. The same may be true also of growth in 
the other monetary aggregates. 

Some clues to the Federal Reserve's likely course for monetary 
policy during the economic year can be found in Chairman Miller's 
statements about inflation and his expectations about the economy 
during the next year. As is customary, the Federal Reserve places 
special emphasis on reducing the rate of inflation. The objective of the 
Federal Reserve has been to encourage monetary and financial condi­
tions that would lead to a reduction of inflationary pressures, while 
at the same time encouraging continued moderate economic growth. 
According to Chairman Miller an increase in real GNP of roughly 
2}' to 3 percent during the coming year is consistent with the Federal 
Reserve's intended policies. He indicated that this projection assumes 
that inflation will slow into the 6¾ to 7}~ percent range, and that he 
expects the unemployment rate to stay in the 5¾ to 6¼ percent area. 
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It is not at all certain, however, that Chairman Miller's expectation 
for growth in real GNP, and the level of the rate of unemployment are 
consistent. Chairman Miller indicated to Senator Sarbanes during the 
hearing that a 3 to 3}~ percent growth of real GNP is needed to keep 
the unemployment rate at least where it is. Last April Chairman 
Miller indicated that a 3% percent rate of GNP would be suJiicient. 
These estimates of Okun's law are somewhat lower than most econo­
mists have made. Whatever the correct relationship the rate of real 
GNP growth expected by Chairman Miller (2½ to 3 percent) does not 
seem sufficient to keep the unemployment rate from increasing, per­
haps outside the range expected by Chairman Miller. 

Each of the witnesses appearing before the committee, with the 
exception of Chairman Miller said that they believed there is a high 
probability of a recession next year. Chairman Miller indicated that 
he did not think there would be a recession. More recently, on Decem­
ber 4, Chairman Miller has been quoted as telling a New York banking 
audie1:ce that it would probably take a "minor miracle" to avoid a 
recession. 

The housing markets have been partially buffeted from high and 
rising interest rates by the introduction of the new 6-month money 
market certificates last June. The committee is responsible for housing 
matters, and is appreciative of the fact that the burden of tight mone­
tary policy has not fallen entirely on the housing sector. Some slow­
down in housing activity has been forecast by most economist for 1979. 
This is to be expected given current interest rates. However, further 
increases in interest rates could exacerbate the housing situation. 
Mortgage interest rate ceilings in many States are already cutting 
into housing finance. Even if mortgage funds are available, further 
increases in interest rates would effect the ability of many individuals 
to cover the monthly costs of owning a home. 

Fiscal policy was widely discussed during the committee's hearings. 
It was generally agreed that Federal spending plans and the size of the 
deficit would need to be moderated in fiscal year 1980 in order to reduce 
inflationary pressure. Chairman Miller emphasized that it is essential 
to exercise restraint in fiscal policy because monetary management 
alone cannot contain inflationary pressure. He also indicated that he 
thought it would be possible for monetary policy to be somewhat 
less restrictive if fiscal policy were to become more restrictive. Chair­
man Miller agreed to have the Federal Reserve's staff examine the 
trade-off between fiscal and monetary restraint more closely. 

X. Conclusions 

The committee believes that slowing down inflation should be the 
principal objective of monetary policy during 1979. The committee 
supports the previous actions taken by the Federal Reserve to curb 
inflation and defend the dollar. The committee believes the Federal 
Reserve should continue to restrict the growth of the monetary and 
credit aggregates over the next 12 months until significant progress is 
achieved m reversing the growth of inflation. This will mean the grad­
ual reduction of its monetary targets over the period ahead and pursuit 
of a policy that will keep the actual growth of money within those 
reduced bounds. The committee recognizes that a potential conse­
quence of this policy may be a lower rate of economic growth than 
might otherwise be attainable through a more expansive monetary 
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policy. Nonetheless, the committee believes that inflation is our No. 1 
economic problem, and that strong measures are needed to deal with 
it in order to lay the groundwork for an orderly and steady expansion 
of our productive capacity in the years ahead. The key to our long run 
prosperity as a Nation depends upon our getting inflation under control 
now. 

The committee also believes the Federal Reserve needs to devise 
new indicators of monetary policy that will reflect more accurately 
the Board's policy objectives. The testimony revealed serious flaws 
in the usefulness of Mi, M 2 and M3 as monetary targets. Even the new 
M, plus has serious difficulties. Moreover, the growth ranges for these 
indicators is so broad as to render them practically meaningless for 
judging the suitability of Federal Reserve policy. Until a more suitable 
monetary indicator can be devised, the committee believes the 
Federal Reserve should consider using increases in the monetary base 
and Federal Reserve credit as policy targets. Whatever indicator is 
selected, the committee believes its targeted growth ranges should be 
substantially narrowed so that Congress and the public have a better 
basis for judging the adequacy of the Board's policy. 

Finally, the committee believes that the Federal Reserve should not 
be forced to carry a disproportionate share of the burden in :fighting 
inflation. Most importantly, the Federal Government needs to main­
tain a higher degree of fiscal discipline. Excessive Government regula­
tions need to be eliminated. The private sector needs to practice 
restraint in reaching wage and price decisions. 

The committee notes the President's determination to hold the 
Federal budget deficit for fiscal year 1980 to $30 billion or less. The 
committee believes that a budgeted deficit substantially below $30 
billion would take much of the pressure off monetary policy, and permit 
a gradual reduction in interest rates. This change in the mix of fiscal 
and monetary policies could, in turn, act to stimulate private invest­
ment and help restore our unsatisfactorily low rate of productivity 
growth. An increase in productivity is the best long term method for 
reducing both inflation and unemployment. 
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ADDITIONAL VIEWS OF SENATORS SARBANES AND 
WILLIAMS 

We fully recognize the magnitude and the pressing nature of the 
problem of inflation. A successful resolution of this problem is funda­
mental to the economic and social well-being of the Nation. However, 
while approving of many of the anti-inflation measures proposed or 
initiated in recent months and while recognizing the need to exercise 
appropriate restraint in budget decisions, we wish to caution against 
any policy which would combat inflation by moving the Nation's 
economy downward toward a recession. 

The experience of recent years has shown that economic decline does 
not bring about a solution to the problem of inflation and may in fact 
compound it. Furthermore, a recession brings with it the high costs of 
increased unemployment: Costs in lost production, in declining tax 
revenues, and mcreased public outlays; costs which, in individual 
and family terms, exact a tragic toll upon the social fabric. 

Since the enactment more than 30 years ago of the Full Employment 
Act of 1946, the promotion of a strong national economy with maximum 
employment, production, and purchasing power has been acknowledged 
as the continuing objective of the Nation's economic policy. The Full 
Employment and Balanced Growth Act of 1978, Public Law 95-523, 
elaborates upon that commitment and sets forth a framework for 
strengthening our economy A healthy economy can be undermined 
by either inflation or unemployment-our objective must therefore 
be to deal with both of these economic problems in a coordinated and 
effective manner. To do less would be to fail to meet the challenge of a 
responsible economic policy. 

(29) 

p A UL SARBANES. 
HARRISON A. w ILLIAMS. 
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ADDITIONAL VIEWS OF SENATORS HEINZ, GARN, TOWER, 
SCHMITT, AND LUGAR . 

The Senate Committee on Banking, Housing and Urban Affairs 
also held hearings on the conduct of economic policy on November 3, 
1978. At this hearing, the committee received testimony from the 
newly appointed Chairman of the Council on Wage and Price Sta­
bility, Dr. Alfred Kahn; from the Director of the Council on Wage 
and Price Stability, Dr. Barry Bosworth; and from White House 
economic advisor, Dr. Charles Schulze, who presented testimony on 
the President's efforts to combat inflation through economic monetary 
policy. 

Because the steps announced by the administration in October to 
deal with inflation and with the decline of the dollar were closely 
associated with monetary policy, this report provides the only oppor­
tunity for the members of the committee to react to the proposals. 
These additional views are not intended to detract from the full com­
mittee report; however, we do feel it appropriate to make our views 
known with respect to the testimony of November 3. 

In both the October White House announcement and the November 
3 hearing, the administration stated that inflation is the No. 1 problem 
of this country. In addition to the monetary policy steps announced 
in October, the President has proposed a set of voluntary wage and 
price guidelines intended to control inflation, as well as to reduce the 
budget deficit. 

As was stated in the report proper, we are concerned about deficit 
spending and believe it is directly related to our problems of inflation. 
It is ~ur hope that the new budget will itself be within the adminis­
tration's own proposed voluntary guidelines, a figure which would be 
well under a $30 billion deficit, and which would serve as an example 
to the Nation of the President's seriousness of purpose and intent. 
Unless the Federal Government leads the country in such sacrifices, 
it is difficult to believe that the private sector would participate in 
any significant way. 

At the same time, we are deeply concerned that the administration's 
economic policy be made in consultation with the Congress. The 
Congress, and this committee in particular, have a primary responsi­
bility for the economic policy of the Government. The Supreme Court 
has long since affirmed the broad authority of the Congress to exercise 
the powers granted to it by article I of the Constitution with regard 
to the economy, and specifically in relation to the regulation of wages 
and prices. 

In an effort, therefore, to advise the administration of our concern, 
the Senate, on September 30, 1978, adopted an amendment in the form 
of a resolution, to require the President to seek legislative authority 
from the Congress before imposing any type of wage and price con­
trols. Again, at the November 3 hearing on the administration's 
economic policy, the committee again went on record as being opposed 
to the imposition of any mandatory wage and price controls. 

(30) 
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The line between voluntary and mandatory controls is difficult to 
draw. Because the distinctions can be so difficult to discern, it seems 
to us to be even more important for the administration to consult with 
the committee and to seek legislative authority for whatever actions 
it proposes to take which would act as mandatory impositions on the 
private sector. It is for this reason that the October White House 
announcements, made without consultation with the committee, 
so concern us. 

The October White House announcements relate directly to this 
issue, specifically as they led to the issuance of Executive Order 12092, 
entitled "Prohibition against inflationary procurement practices." This 
order and its implementing regulations require U.S. contractors, 
their subcontractors and suppliers, to adhere to certain wage and price 
standards with respect not only to their work under contract with the 
Government, but to a vast range of their private business activities. 
Contractors who do not sign compliance forms with the "voluntary" 
guidelines will be excluded from doing business with the Government. 

For example, the administration has indicated in a written response 
to the committee, that in an instance where one bidder underbids 
another in a request for :erocurement on a Federal contract for goods 
or services, the award will not be made to the lowest bidder if that 
entity has not signed the compliance forms. The response provided to 
the committee, furthermore, averred that the differential in price 
would be no consideration, whether it be 0.5 percent, 5 percent, 
50 percent, or 500 percent. 

Leaving aside the entire question of the efficacy of such a rule, we 
cannot help but to perceive this as employing coercive force by means 
of Government procurement without any su_pportive legislative 
authority. In the past, the Congress has given the President emergency 
authority to impose some type of controls in the economy. These 
congressional provisions have, for the most part, circumscribed the 
standards and procedures as well as the duration for such controls. 
No such statutory authority presently exists. Recent congressional 
history, including the hearings covered by this report, make clear the 
Congress judgment that no such authority should be conferred; no 
mandatory or quasi-mandatory controls should be issued. 

If the President and his economic advisers feel that some controls, 
whether they may be in procurement or hospital cost containment or 
whatever, are necessary and beneficial to the economic well-being of 
this country, the constitutional course would be to seek such authority 
from the Congress. It is, we believe, our role to consider and provide 
such authorization based upon the input of the Executive. 

In our judgment, there can be no doubt that the Executive order and 
subsequent regulations seek to employ the full force of the Federal 
Government's purchasing power to impose mandatory wage and price 
ceilings. To attempt to relate these regulations to previous statutory 
authority is insupportable. T}.ie Congress has not previously 8Jlthorized 
rulemaking with respect to the Procurement Act to permit mandatory 
controls. The Procurement Act has never before been so used, nor is 
there any history to indicate even implied congressional acquiescence 
to this kind of Executive order. Likewise, to say that the Executive is 
acting in an absence of congressional interest is clearly not the· case. 
When proposals for such procurement regulations were first discussed 
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by the administration, the Senate adopted language specifically indi­
cating congressional concern, as well as one constitutional role with 
regard to the delegation of legislative authority. 

This question is not new. In 1966, Professor Kurland, in commenting 
on President Kennedy's proposed controls said: 

Compliance resulting from the threat of withdrawal of 
government contracts, or from the threat of depressing the 
market through the sale of stockpiled goods-stockpiled on 
the theory of the exigencies of public defense, or at least 
those from the threat of withholding allocations from public 
construction programs can hardly be said to be voluntary. 
These sanctions-if not that of threat of public infamy 
must be said to amount to compulsion. 

Without question, the President's program is not voluntary for 
everyone. Those who, for whatever reason, do not choose to sign a 
compliance form, will lose a contract or simply be ineligible, regardless 
of whether they are the lowest responsive bidder. We question how 
this could possibly be construed as congressional intent. Most seri­
ously, we believe this transgresses the constitutionally drawn lines of 
authority. If the Executive enacts rules in areas which are solely pre­
rogative of Congress, what is to prevent further erosion of congressional 
authority? And, despite protestations to the contrary, how are we to 
be assur.ed that the President will not attempt to impose wage and 
price controls without seeking congressional approval through legisla­
tive authority? 

We firmly share the commitment to slow down inflation. We have, 
however, grave misgivings about any economic policy which enacts 
mandatory controls. These controls have proved ineffective in the past 
and have merely served to delay the adverse impacts of inflation. We 
believe that firm action to control monetary policy and spending in 
the Federal sector rather than the private sector is the key to slowing 
down the rampant inflation which has so plagued this Nation. To uni­
laterally usurp congressional authority to impose controls on the pri­
vate sector-especially when no such controls have been placed on the 
President's own budget-is an unwarranted decision, lacking both in 
authority and sound, equitable policy judgment. 

0 

JOHN HEINZ. 
JAKE GARN. 
JOHN TOWER. 
HARRISON SCHMITT. 
DICK LUGAR. 
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