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Transcript of Federal Open Market Committee Meeting of
February 6, 1979

CHATRMAN MILLER. Good morning, ladies and gentlemen.

Welcome to our historic meeting. It's not only earlier [in the month
than usuall but also involves for the first time the new Humphrey-
Hawking process. I assume that doesn’t mean much [will be different],
but it does mean, [since we cancelled our regularly scheduled meeting
in January], that we haven’'t met as freguently. So i1f T forget your
names, it's because I haven’'t seen you for so long! We do have a
couple of absentees because of our rescheduling. Willis Winn is not

able to be here, and I understand that Bob Mayo will be voting as his
alternate. Is that correct?

MR. MAYO. Yes.

CHATRMAN MILLER. Okay. 2aAnd Mr. Kimbrel is not able to
attend. So from the Cleveland and Atlanta Federal Reserve Banks, we
have First Vice Presidents Walter MacDonald and Kyle Fossum here. I
think all the Reserve Banks are covered.

I have a very sad chore to face--it’s happened to me twice in
my short tour here, which is historic in my experience--and that is to
inform you that we have lost another of our close associates. I
wonder if we could take just a moment in memory of Tom O’Connell.
[Pause] Thank vyou.

Our first order of business this morning is to deal with the
minutes of the last meeting, which was on December 19. They have been
circulated. Are there any corrections or additions? If not, we will
record them as approved. The next item on the agenda is the report on
foreign currency operations from Scott Pardee.

MR. PARDEE. Thank you, Mr. Chairman. [Statement--see
Appendix.]

CHAIRMAW MILLER. Thank you, Scott. Any guestions or
comments?

MR. BAUGHMAN. Mr. Chairman.

CHAIRMAN MILLER. Yes, Ernie.

MR. BAUGHMAN. This may not be the appropriate place for this
question, but do vou see anything [in] the international developments
that are affecting currency [Elows] that would help explain what we
are seeing in the measures of the domestic monetary aggregates?

MR. PARDEE. I don’'t think I am qualified to answer that, but
I don’'t know of anything.

MR. HOLMES. I‘m not sure anybody is, Scott. We have not
been able to draw any very close connection between the two, Ernie.
It may be there, but we have not been able to find it.

CHAIRMAN MILLER. Yes, Dave.
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MR. EASTBURN. Scott, what conditions would be necessary to
permit a decline in the funds rate without a serious impact on the

dollar? I presume that a decline at this time would have adverse
effects on the dollar.

MR. PARDEE. Yes, I think it would. Perhaps more time with a
sense of stability in the market and a less jittery atmosphere [would
help]. We had a very jittery atmosphere in January. The dollar has
shown more resilency over the weeks since January 1. It was able to
absorb the ilmpact of the measures taken by the German monetary
authorities. So it’'s a matter of [some additional] weeks of stability
in the market; and, of course, it would help to have =ome improved
fundamentals. Nevertheless, I was surprised myself that the market
weathered the German actions as well as it did.

MR. EASTBURN. Would it reguire obvious indications of a
weakening in our economy?

MR. HOLMES. Dave, there are a number of factors on the
fundamental side, including an improvement in the trade deficit,
perhaps a sign of real moderation in the economy and, of course, less
inflation, which nobody expects in the short run. All those things I
think would take the onus off a decline in the funds rate.

MR. BASTBURN. I was trying to find out to what extent they
really want us to have a recessgion.

MR. PARDEE. The knee-jerk reaction at the moment in exchange
markets is to respond positively to any indication that the U.S.
economy 1is a little less buovant. After the decline in the leading
indicators, there was some buying of dollars. So, any indication that
the economy 1s cooling off is seen as bullish for the dollar by some

market participants who are willing [to buy dollars] just after the
numbers come through.

MR. BLACK. Scott, suppose we only had continued weakness in
the aggregates and we edged the fed funds rate down. Do you think we
would =till get the kind of reaction you are talking about?

MR. PARDEE. It depends on what else is going on in other
places. The same numbers can have a different effect if they come
through one day [versus another day}.

CHATRMAN MILLER. If it happens on the same day that there is
a large strike in the Baltimore Canyon, the answer is that it would
have no effect on the dollar.

MR. BLACK. But I was really asking, other things equal,
would the market think [weak money growth] was sufficient reason for
our lowering the federal funds rate?

ME. PARDEE. When the Germans tightened, they first had their
vice president give a speech that made everybody mad and had people
expecting a very sharp tightening of monetary policy. When they did
tighten, it was less [than expected] and a lot of people had to

scramble to cover positions. So it depends on how it’s done and what
the context is at the time.
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CHATRMAN MILILER. Larry.

MR. ROOS. If whatever policy we adopted were publicly
{announced] by the Chairman or whomever as having certain specific
objectives, wouldn’t that help clear the air? In other words, do the
exchange markets have to function shrouded in mystery about all of
this? If we were to let the fed funds rate drift down, why couldn’t
we make clear to the worid why we are doing that?

MR. PARDEE. Tt's a guestion of credibility. We have gone
for so many months trying to establish credibility and it is a very,
very slender reed at this stage. As I said, the initial reaction to
the statements coming ocut of Washington was negative, or skeptical.

It was filtered through the various news services. Chairman Miller in
his speech to the Eccnomics Club in New York managed to talk directly
to market participants and finally they {[understood] what he has been
saying rather than having it filtered through the press. So if it’s
just a statement of what you are doing, that won’t satisfy people
unless you can really impress them.

CHAIRMAN MILEER. Thank you, Scott. Qur next step is to
ratify, if you are willing, the transactions since the previous
meeting. I8 there any objection? Hearing none, we will approve those
transactions. Next we have the report on domestic open market
operations. Peter Sternlight.

MR. STERNLIGHT. Thank you, Mr. Chairman. [Statement--see
Appendix. ]

CHAIRMAN MILLER. Diversity is the spice of life. [In scme
respects] it’s too bad that it’s a good thing. Peter, I guess there
will be four times a year now when the period between meetings will be
a little different than in the past. Should we put your [intermeeting
leeway] authority on a per week or per month basis? Would that help
or would it add to the prcblem?

MR. STERNLIGHT. It depends so much on what one expects the
particular factors affecting reserves to do that I don’'t know whether
it would be logical to tie [that authority] merely to the length of
the intermeeting periods. Mavbe we should undertake some further
study of it and, if it seems appropriate, come back with a
recommendation for a possible increase in that standard leeway.

CHAIRMAN MILLER. All right. Questions or comments? Phil.

MR. COLDWELL. Mr. Chairman, I think we ought to keep the
[intermeeting leeway] at $5 billion if there is a substantial
possibility that--

CHAIRMAN MILLER It’s $3 billion, not--
MR. STERNLIGHT. §3 billion is the standard.

MR. COLDWELL. I know. I'm saying that we ought to keep it
at the $5 billion [we authorized for this past intermeeting period]
because I think there is a possibility that we may get a very sharp
movement in float, especially if the weather happens to clear up, and
the Desk will need to do some rather sizable offsetting purchases.
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And, anyway, this is a 6-week intermeeting period. So I would suggest
we keep it at &5 billion.

MR. PARTEE. I think that’s a good idea. I really don’'t know
what great relevance it has, and we certainly can raise it easily
enough, but I think Phil‘s right. It’'s a 6-week interval and there is
a lot of churning in the market. We don’'t know what the weather is
going to be. Why not make it $5 billion?

CHAIRMAN MILLER. Well, we had [increased it to $5 billion
and then raised it %1 billion more, which] put it at 86 billion. So,
when vou say "keep it," vou really mean "set it* at $5 billion.

MR. COLDWELL. Set it at $5 billion.

MR. PARTEE. You remember we had it at $5 billion and then we
raised it.

MR. COLDWELL. We raised it another $1 billion.

CHAIRMAN MILLER. Any other comments or cuestions? Shall we

authorize $5 billion between now and the next meeting? Will that be
satisfactory?

VICE CHAIRMAN VOLCKER. So moved.

CHAIRMAN MILLER. So moved and seconded. All in favor say
"Ave." Opposed? 5o voted. We also need to ratify the transactions
since the previous meeting. Ig there any dissent from approving those
actions as reported tc you in the usual [written] report plus the

verbal report? Hearing none, we will approve that. Thank yvou very
much, Peter.

Now we turn to the longer-run ranges for the monetary
aggregates. & number of presidents and governorg mentioned after the
last meeting that they liked the experiment we tried of combining the
discussion of one’s viewpolnt on the economy with its policy
implications. As I said at the time, if that turned out to be
something that people felt was a more useful way to [approach our
policy deliberations], we would continue it. We may have to modify it
at this meeting because we’'re dealing with both long- and short-range
igsues, but I‘1l take into account the general reaction I got to our
effort to lean in that direction and see if we can continue that sort
of [approach]. To get into the subject this morning of our long-run
ranges for the monetary aggregates, we're going to start off with some
reports from Jim Kichline, Jerry Zeisel, and Ted Truman. Jim.

MESSRS. KICHLINE, ZEISEL, and TRUMAN. [Statements--see
Appendix.]

CHAIRMAN MILLER. I suggest that we take a few minutes to see
if there are any questions of Jim or [his colleagues]. Yes, Larry.

MR. ROCS. I have a guestion. Jim, on the last page of the
monetary policy alternatives section, where you show projected growth
in M1 of 6-1/4 percent, the footnote indicates that that is in the
absence of ATS accounts. In other words, if you included ATS
accounts, that 6-1/4 percent would be considerably higher?
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MR. KICHLINE. I'm sorry, the footnote perhaps is misleading.
It would be scmething like 3 percent growth in observed Ml.

MR. ROCS. In other words, it’'s really adjusted.
MR. KICHLINE. That’'s right.
MR. ROOS. Ckay.

CHATRMAN MILLER. Bobk Mavo.

MR. MAYO., Jerry, I find myself guite comfortable with almost
every page of this fine presentation except the unit cost indicators.
I'm just wondering if vou’re whistling [in the dark] a bit both on
compensation per hour and on productivity. On the trend in
productivity, I suppose there’s a natural inclination to say: Well,
we really don’t understand it, so let’s level it out. Yet there’'s
also a natural tendency, if things continue tight this vyear, as
projected in other parts of this forecast, for output per hour to
decline further. And, of course, if both compensation and

productivity should move in the wrong direction, unit labor costs are
going to look rather sick.

MR. ZEISEL. You're absolutely right. 2and, of course, this
is one of those areas, among others, about which we know relatively
little. We know almost nothing about this, particularly recently. We
have an assumption of a 1 percent rate of increase [in productivity];
our feeling is that under the pressures of rapidly rising wages,
businessmen will be doing what thev can teo keep their costs under
control. In fact, we’'re in a sense building in a slight adjustment of
employment-to-production levels. We feel that this has gotten out of
hand to some extent over the last year, and {[that efforts will be
directed toward] somewhat more effective control of the size of the
labor force and labor costs in 1979 and 1980. But, as you know, it’'s
not a terribly optimistic forecast at 1 percent for growth of
productivity.

MR. MAYO. T find it optimistic. That’s my preoblem, I guess.
I hope vou’'re right, but I don’t believe it at this peoint.

CHAIRMAN MILLER. Jchn Balles.

MR. BALLES. Jim or Jerry, in an otherwise exceptionally well
done presentation, I was startled by only one thing and that was your
figures with respect to the impact of fiscal policy. You have a chart
that shows the full employment surplus for this fiscal year at $8.7
billion, which ig a startling contrast to the Administration’s high
employment deficit figure of $23 billion. In fiscal 1980, the
Administration’s so-called high employment deficit, based on a 5.1
percent high employment unemployment rate, is $8 billion and you show
a [full employment] surplus of $23 billion. Your expenditure and
income figures are moderately different but not encugh to acceunt for
that vast difference. I°d like you to explain that if you will.

MR. ZEISEL. All right. There are differences between our
estimates of the change in the high employment surplus/deficit and
those of the Council [of Economic Advisers]. These are not
projections of levels; we specifically did not project levels because
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there is a pretty universal sense that one can get almost any level
one likes depending upon the assumptions used. 2And, in eccnomic terms
or analytic terms, a change in the full employment surplus or deficit
igs more significant. But even taking that into consideration, for
1979 the numbers from the Council suggest a somewhat more stimulative
situation than we have [in our forecast]. We have loocked into this
very carefully and have talked to them in great detail. Part of the
answer is that we have higher inflation assumptions than they do, but
that’s only part of it. The rest is apparently a rather technical
problem involving the fourth quarter of 1978 and the first quarter of
1979 in the sense that they got locked into a fourth-quarter estimate
of GNP which turned out to be weak, as you will recall. They were
assuming something like 4 percent, and we got 6 percent. They had
built up their high employment levels from that and then brought them
down. I won't go into the details, but basically we feel we're right
for 1979. We're trying to work it cut. For 1980, we’'re really not
very far off; the change ig in the same direction and the differences
are not major.

MR. BALLES. Well thanks, Jerry. If yvou happen to have an
explanatory memo on the technical details--we don’t have time to go
into it now—-I, for one, would be very pleased to see it.

MR. ZEISEL. I have three.
CHAIRMAN MILLER. Which one do you want?

MR. BALLES. It really does have a bearing [on our decigions]
hecause if fiscal policy is going to be on the restrictive side--and
vou may well be right, I'm not challenging vou--that obviously has
some i1mplications for what we can do on the monetary policy side. So
I'm going to be very interested in seeing how you got these different
answers.

MR. PARTEE. When you say "change," Jerxry, you mean that
there’s an improvement in each yvear from 1976 through 1980. You're
just bringing them up.

MR. ZEISEL. There's a movement toward [restraint] in each
yvear by differing amounts.

MR. PARTEE. I see. Well, I hadn‘t cquite noticed that
earlier.

CHAIRMAN MILLER. From stimulus to restraint, ves. Mark
Willes.

MR. WILLES. Thank you, Mr. Chairman. I’'d just like to ask
one guestion about the monetary policy assumption. Up until the
fourth gquarter of 1978, money grew on average about 8 percent. You
have an assumption of 6-1/4 percent, adjusting for ATS. Does that
also include any adjustment for the 2 percent shift in the demand for
money?

MR. XICHLINE. Yes, i1t does. 1It’'s consistent with the
Bluebook; in effect, you add 2 percent to the 6-1/4 percent. As you
know, in the fourth quarter-~-and apparently in the current quarter,
the way things are shaping up--the money demand function has begun to
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differ from actual experience. We’'re picking up some of the drift
that Steve Axilrod had assumed a year ago. It didn’t show up for 3
quarters, but we held on to that assumption and it eventually showed
up. So we do add 2 percent to the 6-1/4 percent.

MR. AXILROD. It’'s not guite believeable, but we 4id assume 6
months ago, even 9 months ago, that we would begin to get this drift
around the fourth guarter of 1978. It has begun to develop; whether

it will continue or not we can’'t be certain, but we had assumed it and
we have continued to assume it.

MR. WILLES. When you say add 2 percent, what I'm trying to
figure out is what measured M1 growth will be consistent with this.
We can take 3 percent off for ATS?

MR. AXILROD. Right, about 3-1/4 percent. That’'s all.

MR. WILLES. That’'s all. Now, what about the shift in demand
for NOWs?

MR. AXTIIROD. Well, if we don’'t get that 2 percent shift,
then at the level of interest rates assumed the actual growth will
turn out to be 5-1/4 percent if we're right about the ATS [effect].

MR. KICHLINE. Another way of viewing it, in terms of what
you’re suggesting, is that the observed 3-1/4 percent rate of growth
in money in pre-1974 dayvs has the power of 5-1/4 percent money because
of the effect of [the shift].

MR. PARTEE. That’'s how they get rates as low as they did.
If we didn’t have that shift in demand for money, interest rates would
be higher.

MR. WILLES. And another way of saying it is that if measured
money adjusting for ATS is 6-1/4 percent, without the shift it’s
really 8-1/4 percent.

MR. AXILROD. For this level of interest rates, if we don’'t
get the shift we’'d have 8-1/4 percent.

MR. WILLES. For thig level of interest rates--which in
effect means if that shift takes place, then there’d be no change in
monetary policy in terms of M1l from the past twe years on your
assumption for the forecast period. Right? If that shift takes
place, then vou’'re not assuming any additional restriction in monetary
policy from what we have had over the last two years.

MR. KICHLINE. That’s right.

MR. AXILROD. I think that's correct. The only caveat that I
would note is that this isn‘t a new assumption. We have essentially
been assuming that this shift would take place at this time.

MR. WILLES. It wasn’t taking place last year.

MR. AXILROD. That’s right.

MR. WILLES. And we got 8 percent growth.
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MR. AXILROD. That's right.

MR. WILLES. TIf we get 6 percent growth plus the 2 percent,
then we’'re essentially where we were in ‘78 and most of *77.

SPEAKER({?}. 'That’s right.
MR. WILLES. All right, thank you.

MR. MAYO. Except that we’re substituting some velocity for
some money supply.

MR. AXILROD(?}). Yes. That’'s right.
MR. COLDWELL. That’'s what we’'ve been doing.

ME. MAYO. So the published figures are going to come out—-

MR. PARTEE. 3 percent.

MR. MAYO. Yes, that’s right. In other words, we’'re sticking
our necks out a little on some velocity estimates. We need to pay a
little more attention to them this time, if we read the Bluebook
literally, than we have before.

MR. AXILROD. That’s one way of putting it. It’s the other
side of the demand for money.

CHAIRMAN MILLER. Let us proceed then to ask Steve Axilrod to
give his comments and recommendations on the longer-run ranges. Then
we’'ll go around and have each of you give us your input on how vou see

the economy and the peolicy implications 1n terms of how you see the
Jong-run ranges.

ME. AXILROD. [Statement--see Appendix.]
CHAIRMAN MILLER. [What about] bank credit, Steve?

MR. BAXILROD. Well, I think I would stay with the alternative
B range, which is 1 percentage point lower than what we now have; that
would seem to me quite consistent with the slowing in growth.

CHAIRMAN MILLER. I would just like to remind everyone--as
vou know since we’ve talked about the Humphrey-Hawkins legislation and
Steve mentioned this--that what we’re really talking about invelves
one important difference in setting long-term ranges. And that is
that we will not in this calendar year have new ranges based upon new
base periods. We are now going to operate for the whole year on a
fourth quarter-to-fourth gquarter basis. So these ranges will not have
the famous Henry Wallich base drift that has allowed us to go with the
times. We will have [the opportunity for] a mid-course correction; in
July we’re supposed to report on any changes we think appropriate for
the ranges for this year. That does not mean updating the base to the
second quarter or [adopting a range] for the third quarter of '79 to
the third quarter of '80. It means relooking at the ranges set for
the fourth guarter of ‘78 to the fourth gquarter of ‘79. And we’ll be
asked to give at that time the first indications of our policy
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objectives for the calendar year 1980. So that’'s an important
difference.

Specifically, in our report, which the Board of Governors
will file in time for us to testify on the 20th of February, we’ll
need to report on "the objectives and plans of the FOMC with respect
to the ranges of growth or diminution in the monetary and credit
aggregates for this calendar year, taking account of past and
prospective developments in employment, unemployment, production,
investment, real income, productivity, international trade and
payments, and prices." We also need to provide the relationship of
these objectives to the short-term goals set forth in the President's
Economic Report. So this is what we’re going to be doing.

What I think might be most helpful, having had Steve’s
recommendation, is to go around the table and have each of vou make
any comments you wish about the economic outlock and your views on how
that should be translated into these ranges. Then we’ll be able to
see if we can synthesize some decision from that. I think last time
we started in this direction [around the table] so this time why don‘t
we start the other way.

MR. ROOS. May I ask a question?
CHAIRMAN MILLER. Larry.

MR. ROOS. Excuse me. Obviously, we’'re all very much
interested in the recent behavior of the aggregates, and I was very
much impressed with Steve’s eloguence in describing what he considers
to be some of the reasons for that behavior. But I don't have the
intellectual capacity, Steve, to absorb all this as you say it. Would
it be proper procedure to ask Steve to send me at least, and anybody
else who wants it, the first part of vour report in writing? [I would
like to see in writing] your raticonmalization for why this behavior is
occurring because it would be helpful to us.

CHATRMAN MILLER. Too bad we didn’'t have a tape recorder on.
MR. ROOS. [Unintelligible] if that’'s how it works.

CHAIRMAN MILLER. Actually, I think we did have the tape
recorder on. Certainly we can have it transcribed and sent to you.
That’'s no problem at all.

MR. ROOS. Thanks.

CHAIRMAN MILLER. I forgot that there’s no green light [in
front of me, as there is at Board meetings, to indicate that the tape
recorder is on}. But we have the recorder on without a green light at
the FOMC meetings. So, we’ll start with Paul.

VICE CHATIRMAN VOLCKER. Well, so far as the economy is
concerned, I have been interested in whether the higher numbers of the
fourth gquarter are being carried over into a mood of more business
buovyancy than we have had in recent months. I have contacted [several
people in] the business community recently and they suggest that that
is the case. I don’'t know whether that’s just a lagging indicator or
whether it’s significant. One has the feeling that, without doing
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anything very dramatic, people may be reaffirming their capital
spending intentions anyway and that there’s a little less certainty in
people’s minds that we’re going to have a recession. I continue to
feel that we could have a recession, but it’s by no means certain. I
wouldn’t rule one out, by any means, in the second half of the year.
But in terms of the recession outlook itself, I think the number one
problem continues to be the concern about the price level. The
greatest risk to the econeomy, as well as [to actuall inflatiomn, is
people having the feeling that prices are getting out of control. I
think the tenor of our policy should still be in the direction of
reinforcing and building on the degree of credibility that has been
gained in recent months, both in the Administration and in the Federal
Reserve. That should be our first priority. I don‘t think we can do
much about the uncertainty on the business side by a gesture toward
easing pelicy at thig point; I think that would be a mistake. It
would probably increase the risks of recession.

When I look at these long-term ranges, let me say that there
is one influence on the aggregates recently that hasn’t been mentioned
and that people at my Bank think might be quite important. aAnd that
is the increase in Federal Reserve float; it has been quite sharp and
unprecedented. Whether it has had an influence or not depends upon
how corporations in particular look upon their bank balances and
whether they’re operating in effect off their own check book or off
the amount of money the bank tells them they have in the bank. If it
is the latter--and I'm sure that’'s true of a lot of corporations--the
increase in float has the perverse effect of pushing down the reported
money supply in a way that isn’'t real.

MR. PARTEE. Well, the recipient of the check has less,
according to the bank.

VICE CHAIRMAN VOLCKER. The recipient couldn’t have less. He
has the same as he would otherwise have., He cashes the check but--

MR. COLDWELL. PRut the Federal Reserve-—-

VICE CHAIRMAN VOLCKER. The fellow who writes the check has
more and he spends the money.

MR. COLDWELL. The Federal Reserve grants the credit.

MR. PARTEE. That's assuming that the bank gives credit for
funds not received.

MR. COLDWELL. They do that.

MR. PARTEE. They certainly don’'t give me credit!

VICE CHATIRMAN VOLCKER. But they do to big corporatlions.

MR. AXILROD. President Volcker, we’ve locked into that with
your staff. There may be a lot of blases in the money supply. To get
a measured bias from what vou‘re talking about, it appears that it has

to be transferred between two zerc balance corporate accounts. So we
don't believe the effect would be very laxrge.
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VICE CHAIRMAN VOLCKER. Well, my staff pretty well convinced
me that it goes in this direction. Nobody knows, but the change in
float has been so big that I think it might have had an [effect].
We'll see when float goes down what it is.

CHAIRMAN MILLER. I assume we're going to get float down,
aren’t we?

VICE CHATRMAN VOLCKER. Then we’ll have the reverse effect if
this explanation is right.

MR. PARTEE. I hope you’re right because it certainly would
help to explain January if vou are right.

VICE CHATRMAN VOLCKER. In any event, this makes it
particularly difficult. We’'ve had this big increase in money market
funds along the lines of a change in appraisals of cash balances
versus other media. But, in looking at numbers for the long~term
aggregates, 1 come up with ranges for M2 and M3 about like those in
alternative A, but the M1l range in "A" looks too high to me. Just
adding the 3 percent for ATS produces an upper limit that seems much
too high to me. I would suggest something like 1 to 4 percent for Ml.
So, these numbers that I'm suggesting are about 1 percentage point
lower than what Mr. Axilred just suggested.

MS. TEETERS. It sounds like alternative B.

VICE CHAIRMAN VOLCKER. Well, it’s more like "B" for Ml, but
I would go along with "A" for M2 and M3.

CHAIRMAN MILLER. Thank you, Paul. Chuck.

MR. PARTEE. Well, we’'re going te have to address a number of
issues and make a number of linkages to get to these long-range
aggregates. The first is the question of the correctness of the
staff’'s economic projection. I can‘t say that I see anything much
wrong with it eXxcept that I was reminded of Governor Shepardson’'s
comment one time many years ago after a chart show like this. There
is a tendency, which I noticed throughout your charts, for the dotted
lines on the right hand side of the charts, [representing your
projection], to be a lot more stable than the solid lines on the left
side [depicting actual data for the past]. &nd I wonder why that is!

CHAIRMAN MILLER. Well, I think the staff can guarantee that
their dotted lines will not be achieved.

MR. PARTEE. 1In a way, that'’'s the problem here. Because
although I understand why the dotted lines are fairly straight, the
line for the rate of growth in the real economy is straight at an
extraordinarily low level. That is, for 6 quarters running the line
shows an increase in real GNP of around 1-1/2 percent.

CHATRMAN MILLER. Plus or minus 3 percent.

MR. PARTEE. And the gtaff has 6 quarters of industrial
production increases of 1-1/2 percent or thereabouts. Similarly, for
consumption and investment and business inventories, the [growth] rate
numbers are all very stable and really guite moderate. The gquestion I
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suppose a business cycle economist would have to ask is whether we can
have 6 quarters of such low growth without something happening--either
[the economy] tipping into recession because of a lack of momentum or
something coming, say, from the international area in military
preparedness [spending] or something like that which would in some way
speed up the [expansion] process. I have to say that I'm inclined to
think that we’ll tip into recession during this period. But even if
we do [not] tip into recession, there is a second problem as I see it.
And that is that if the staff forecast is correct--and I still think
it’s on the optimistic side rather than the pessimistic side from the
standpoint of real activity--it is below the Administration's goals,
particularly for 1980, and we do have to associate what we’'re doing
with the short-run goals of the Administration. I locked it up,
Nancy, and it is clearly two years.

MS. TEETERS. At this time?

MR. PARTEE. Yes, at this time we have to say what the
relationship of our policy for the next vear is to the 2-year short-
run goals [of the Administration].

MS. TEETERS. [Unintelligible.}

MR. PARTEE. No. 1It's clear if you read the language of the
Act, as I did yesterday afternoon.

CHAIRMAN MILLER. Well, Chuck, I think that’s anocther issue.
I have the language right here and we are to give our objectives only
for 1979.

MR. PARTEE. We are to give our monetary objectives—-

CHAIRMAN MILLER. And we’'re to say what the relationship is
to the [Administration’s] short-term goals--the relationship for 1980
would be my guess.

MR. PARTEE. But you see, maybe this [requirement] was
somewhat deliberate on the presumption that monetary policy has a
leading effect on the economy. If you look at this [forecast], vyou
see that although we’re not far [from the Administration] for 1979 on
the real and the nominal, in 1980 we depart quite a bit further. And
the reason for that is that in the second half of 1979 when the
Administration goal shows a recovery in housing we don’t have one.
It’s one of the biggest single differences. Therefore, I'm inclined
to think that unless policy does something on the real side, we’'re
going to run short of the stated goals of the Administration. Now, it
could be argued--and perhaps this is the best thing to do--that we’'re
also geing to miss their goals on the inflation side because it
certainly seems improbable that the rate of inflation will decline to
the extent that they have in their projections. But one of the
developments that takes place when we're talking as we are about such
a very low rate of increase in the economy is a rise in the
unemployment rate. 2nd that gets the unemployment rate to a fairly
significant level--over 7 percent in the staff projection--by the end
of the forecast pericd. In my view it will get to 7 percent by the
end of this year, not next year. I think the economy is that much
weaker. 8o we do have that problem.
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Now, with ATS and velocity and shifts in the demand schedule
and all that, we can probably assert that almost anything we put down
is consistent with the objectives of Humphrey-Hawkins and indeed it
may be because the range of variation and experience on, say, the
demand schedule alone is larger than the kinds of variations that we
talk about in the growth of the aggregates. But we do have this
additional probiem, as you said in the beginning, Mr.Chairman, that
we’re going to have to stick with these ranges throughout the year.
And, therefore, they will become a little more binding than before. I
think 2 to 5 percent or even 2 to 4-1/2 percent on Ml is ckay, but we
ought to say we're assuming that ATS and NOW accounts will continue to
come in at something like their recent rate, which has had an effect
of about 3 percentage points on the observed growth rate in M1. Then,
if that changes, which in my opinion it might well do, we will be able
to say it has changed and therefore the recorded numbers have changed.
But on M2 and M3, I'm inclined to want somewhat higher growth ranges
than might otherwise be indicated by the present situation because I
think it will be very difficult to say we're going to have
substantially lower growth in M2 and M3 as well as M1l in this period
to come. So I would take the risk of having a wider range, even
though it might result in some criticism from the Congress. I would
pick the numbers that Steve last mentioned--5-1/2 to 8-1/2 percent for
M2, believing myself that it’s more likely to be 5-1/2 than 8-1/2, and
6-1/2 to 9-1/2 percent for M3, believing that it’s likely to be 6-1/2.
And, as I say, I'd choose 2 to 4-1/2 percent or something on that
order for Ml. I think we stand a fazir chance of being able to live
within those ranges as the year goes on.

CHAIRMAN MILLER. Thank you, Chuck. Nancy.

MS. TEETERS. Well, I have the same problem with the staff
forecast. The economy is either goling to recover or we’'re going to
have a recession. I think the probabilities are on the side of a
recession, but I don’t see it occurring until the end of this year and
the early part of next year. Part of the reason that we deviate from
the Administration’s forecast for 1980 has to do with the statement in
the very opening paragraphs [of Part 1 of the Greenbook] where it says
"and we assume that interest rates will not be changed over the
forecast period." I know that the Administration has forecast, for
the first time on record, a decline in interest rates over the coming
two years. So in a way they’‘ve really put the monkey on our backs.

If we relax interest rates we get better results; we get closer to the
Administration’s projections though we don’t make it completely.
There’s no combination that we’ve locked at that resulted in a
complete reconciliation of the inflation and unemployment goals of the
Administration. ©On the other hand, it seems to me that the
unemployment rates [in the staff’s forecast] are going to be
politically unacceptable. If we force them up, the Congress will
force upon us an extremely [expansionary] fiscal policy, which I
really don’t think we need at this point.

As a result, I guess I'm more willing to ease a little on
interest rates and let the money supply grow. If you look at Appendix
I of the Bluebook, the funds rate assoclated with alternative B rises
from the current 10 percent to 10-3/4 percent; in alternative [C] it
goes from the current 10 percent to 11-3/8 percent. I don’t think we
need that. In the current situation, with the continuing strength
that’s carrving forward in the beginning part of this vear, I don‘t
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think we need rising interest rates. On the other hand, I'm not at
all convinced that we should lower interest rates. So, I would go for
a policy that would keep the funds rate at about 10 percent, knowing
that in [July], when the FOMC meets again on Humphrey-Hawkins, we can
change the ranges. We can’'t change the base, but we can change the
ranges in the middle of the vear. And we’ll have a lot better idea
about where we're going by midyear. That is always true; the world is
always clearer six months down the line. So I would opt for 2 to 5
percent for M1, 6 to 8-1/2 or maybe 5-1/2 to 8-1/2 percent for M2, and
7 to 9-1/2 oxr 6-1/2 to 9-1/2 percent for M3, with the idea that we
will keep the federal funds rate at or slightly below 10 percent.

CHAIRMAN MILLER. Thank vou, Nancy. Bob.

MR. BLACK. Our assessment of the economy pretty much
parallels what I think Paul Volcker was saying. We come out with
about the same growth in real GNP as the Board staff but we feel that
the inflation rate is going to be above the staff’s estimate. We
expect the rate for the full year to run somewhere around 8-i/2 to 9
percent. So far as the economy for the vear is concerned, I have a
lot of sympathy with the views expressed by both Chuck and Nancy. I
can’'t view with eguanimity even the lower inflation rate that is
forecast by the staff because with that kind of rate it seems to me
that the economy is bound to develop excesses either domestically or
internationally that might well tip it downward. But for the time
being I come back to Paul’s original statement that inflation is the
main problem at the moment. So we would advocate the same policy that
we’ve been suggesting for the last several meetings of a gradual
deceleration in the rate of growth in the aggregates. We have couched
this more in terms of M1 and would suggest edging the growth of M1
down in the four cuarters ending in each quarter of the year. And for
the fourth quarter of last yvear we had hoped M1 growth would be down
to 7-1/2 percent before adjusting for ATS accounts and about 7.2
percent after. As luck would have it, we ended up almost exactly at
that point.

CHATRMAN MILLER. Good planning!

MR. BLACK. Well, an accident really. But we would now
suggest that for the fourth quarter of ’'78 te the fourth quarter of
79, we ought to be thinking in terms of 6 percent [M1 growth] before
ATS. Of course, the question of what we really want depends on the
estimate of what ATS accounts will do. We think the staff is about
right with its estimate of a 3 to 3-1/2 percent [effect on that
growth] rate, so we would favor about a 3 percent midpoint [in the
range] for growth in M1. This leads us to favor the range under
alternative B of 1-1/2 to 4-1/2 percent. We have a lot more trouble
with M2 because there is so much uncertainty surrounding it, as has
been mentioned by several people. The growth in money market funds
may be the main factor at work here, but we have [uncertainties
regarding] unit trust accounts, CDsg, Eurcodollars, money market CDs
[at]l S&Ls, and Treasury bills. All these things make this very
difficult to figure out. But we think M2 clearly ought to come down
and we can’t think of anything better than what the staff has put
down, so we would buy the 4-1/2 to 7-1/2 percent M2 range in "B." We
would also buy the staff’'s "B" ranges on M3 and bank credit.

CHATRMAN MILLER. Thank you, Bob. Walter.
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MR. MACDONALD. Following in Bob’s vein, let me say that
business activity is relatively strong in our District. Many
businessmen, however, are apprehensive about [the economy] later in
the year. People are especially concerned about the consumer being
over-extended in the housing market. The strengths in our District
include steel and machine tools, but inflation continues to be the
overriding source of concern for everybody from the consumer to the
manufacturer. Among the unknowns are energy, the Iranian situation,
and wage settlements coming up this year. For these reasons I would
not suggest easing policy; I'd wait until we can better judge the
economy and the slowdown in the Ms. I agree with President Volcker on
al to 4 percent Ml range and a 4 to 7 percent M2 range, and [thenl
following alternative B in the Bluebook.

CHAIRMAN MILLER. Thank you, Walter. Dave.

MR. EASTBURN. Well, Chuck has expressed my views about the
projections--the lowness and the smoothness of the dotted lines--very
well and I won‘t repeat that. I would say, however, that the often
[repeated] statement that we have no imbalances in the economy
overlooks the fact that we have an 8 to 10 percent inflation rate, and
I think that’s a severe imbalance. I suspect we’ll have a recession
toward the end of the year.

As far as the long-run ranges are concerned, I think we need
to give evidence that we are proceeding on a course of systematically
cutting back ocur ranges to deal with inflation over a longer-term
peried, yet not cutting them back so drastically as to precipitate a
recession. That’'s because T think that a recession c¢ould be in the
long run the most inflatiocnary thing we could do. I have no strong
feelings about the specific numbers that have been cited. But I like
Steve’s alternate suggestion on M2 and M3 much better than alternative
B. Recause there is such great uncertainty about what’'s really going
on and what’‘s going to happen to the demand for money, I'd be inclined
to be on the upper side. One way to handle this would be simply to
knock 1/2 percentage point off our current ranges as an indication of
proceeding on a systematic course of getting [the ranges down]. That
would come close to what Steve has suggested with the expection of M1,
which would then be 1-1/2 to 5-1/2 percent. I think that might be a
good middle position.

CHAIRMAN MILLER. Thank vou, Dave. EKyle.

MR. FOSSUM. We certainly see no signs of impending recession
in the Sixth District, and this view is supported by almost all of our
directors at our head office and branches who seem by and large to
feel that their own areas of business are apt to fare better than the
national economy. This attitude is particularly prevalent in Florida
which, unlike the situation in ‘73 and ‘74, has seen little or no
speculation or coverbuilding. I would add our voice to Bob Mayo's,
however, in that our projections on the economic outlook are somewhat
less optimistic than the Greembook’'s. We expect real growth more in
the 1 to 1-1/2 percent range and we think 6-1/2 to 6-3/4 percent on
unemployment seems more likely. But our chief disagreement would be
on the inflation outlook where we see it somewhat worse than the
Board’s staff; we estimate that it will probably be in the 8-1/2 to 9
percent range.
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As for the long-term ranges, for Ml we would be inclined to
go with the 1 to 4 percent that Paul Volcker and others have
suggested. But we’'d be inclined to support the ranges in alternative
C for the other aggregates; those somewhat higher ranges I think would
be consistent with our appraisal of the ocutlook.

CHAIRMAN MILLER. Alternative C for M2 and M3?
MR. FOSSUM. Yes, for M2, M3, and bank credit.
CHATRMAN MILIL.ER. Thank you, Kyle. Larry.

MR. ROOS. Mr. Chairman, we just concluded a seriez of
meetings with the chief executive officers of major industrial
companies in our area and, as many others have said, we saw
practically no evidence of anything but a strong economy. They were
almost unanimous in that point of view. However, while the economy is
strong, at least in our part of the world, we do have some concern
about the abruptness and extent of the decline in the basic money
supply over the past three months. Our concern arises from a belief
that 1f the money supply were to be reduced abruptly for several
gquarters from an 8 percent rate to a 4 percent rate or less--those
rates being for the old Ml~-we would indeed have a recession. We also
feel, of course, that through monetary policy we are capable of
guiding the extent of the decline in the money supply. The recent
decline could be attributed to what Peter pointed out, that we have
been sellers of a significant amount of dellars--$5 billion plus--out
of our portfolio as a means, I would assume, of pegging our fed funds
rate at a rate of 10 percent or slightly above. What I am driving at
is that, although the jury is still out, I think we should very
carefully watch these money trends in the next two to three months. I
really am more concerned right now with the fact that if we set the
lower level for the M1 range at something like 1 percent and add 3
percentage peoints to it [for the ATS effectl, in round figures we
could be reducing the rate of money growth rather gquickly from 8
percent to 4 percent. BAnd I think that could precipitate the type of
recession that all of us would like to aveoid.

So specifically, I would suggest a narrowing of the M1 range
to perhaps 2-1/2 to 4 percent. I would very strongly urge that we
permit the fed funds rate to drift down, 1if necessary, in order to
attain the growth in the aggregates that we prescribe. To do that I
would welcome, and in fact would recommend, a widening of the fed
funds rate range. I wouldn't even be concerned--although you will
probably feel this is a radical point of view--about a fed funds
target of something like & to 10-1/2 percent and a narrowing of our
attention to the aggregates, with specific concern on the lower parts
of the ranges for those aggregates. 2aAs far as M2 and M3 are
concerned, I could live with the altermative A specifications proposed
by the staff.

CHAIRMAN MILLER. Thank you, Larry. We’ll hop across the
table to Roger.

MR. GUFFEY. Thank you, Mr. Chairman. With respect to 1979,
we agree rather closely with the staff's projections, except that we
think the first quarter may not be quite as strong as suggested by the
staff. But for the year as a whole we are fairly close--perhaps a bit
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more pessimistic but in a range that probably doesn’'t make much
difference.

In meetings with businessmen and others in our part of the
country, the sentiment is fairly strong that we will escape a
recession in 1979--that these straight lines projected by the dots
might really come true. Philosophically they believe that there is a
little better chance that that will be the case [than not].

With regard to the aggregates, I noticed that Steve mentioned
the possibility of some political problem with widening the ranges
from what he put into the Bluebook. But he ended up with a range of 3
percentage points range rather than 4; he went from a range of [2 to
&] percent to a range of 2 to 5 percent. But there are a lot of
uncertainties about M1 sgpecifically that have been mentioned around
the table. One, for example, is the shift in demand for money; that
might amount to 2 percent. Ancother relates to the effect of ATS
accounts, about which we know very little--we are 3 months into this--
and the projection is that it could be as much as 3 percent. Given
these uncertainties, it seems to me that even under the new Humphrey-
Hawking bill there would be some advantage to having an M1 range a bit
wider than 3 percentage points; perhaps we should maintain the 4
percentage point width that we went with in October because of
uncertainty. So, I would like to see the width of the M1 range at 4
percentage points, with a range of 1 to 5 percent. Hopefully, as we
get more experience with ATS accounts we can narrow it a bit. But I
don’'t see that there will be a great deal of c¢riticism in maintaining
that 4 percentage point span for Ml. With respect to M2 and M3, I
would agree with those around the table who would like to see the
numbers increased a bit from those in alternative B of the Bluebook,
again because of wvarious uncertainties. As a result, I'd have an M2
range of 5 to 8 percent, which again is a 3-point band, and an M3
range of 6 to 9 percent.

CHATRMAN MILLER. Thank vou, Roger. My list says "Boy" Mayvo,
but I think it’'s supposed to be Bob.

MR. MAYO. Thank you, Mr. Chairman. As one of the elder
people around the table, I do indeed thank you!

FPirst, my answer to Chuck on the Shepardson phenomenon is
that this merely indicates again that people on the staff are more
comfortable with actuals than they are with estimates, and my solution
is to make the solid lines straighter instead of putting more jiggles
in the dotted lines.

CHAIRMAN MILLER. A little seasonal adjusting.

MR. MAYO. Right. I find that this phenomenon is typical of
a lot of businessmen, too. That is, they say: Well, we might have a
recession, but I don’t see it in my business; I'm not going to have
one. And by gum you can go back to 1973 and 1974 and they were saying
exactly the same thing. So they have a dotted line prohlem as well;
it isn’t just us economists.

I have one guestion and one observation before we get to the
figures. The question, Steve, relates to the assumption of a 3
percentage point adjustment for ATS accounts--and I assume New York
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NQWs--throughout 197%. What is yvour feel on this? I would have come
to the conclusion independently, without doing any real work on it,
that this would be a declining percentage during 1979 and that by the
end of the year it might only be 1 or 1-1/2 percent. But I don’'t know
what I am talking about; it’'s just a feel.

MR. AXILROD. We have it declining in 1980. At the end of
1979 ATS accounts in total are, on our assumption, around [$26]
billion. If half of that comes out of demand deposits that’s about
$13 billion. The total amount of deposits that are eligible about
that time is $100 billion. So it’s fairly modest if vou lock at it
that way. It’s a little more than 12 percent of the total that can be
transferred. So I don’t feel too bad about it as an estimate. In
part, the reason I recommended 2 to 5 percent as a possibility to
consider is that my instinct is a bit like yours. It may be wrong,
but my instinct is that in the 3 to 3-1/2 percent area it’s more
likely to be 3 percent or a perhaps shade under.

MR. MAYO. That's all it could be at this time, that’'s true.
My other point is an cbservation on the President’s Economic Report.
It's terribly obvious, at least to me, that the Council was trying
very hard to come up with figures that somehow will tie in with the
Humphrey-Hawkins goals down the line and has concluded that it is
impossible. This is more evident, obviously, in 81 and ’'82 than it
ig in their look at *'79 and '80. But to me that explains why we are a
little more pessimistic.

MR. PARTEE. I think, Bob, that ‘79 and ’'80 are legitimate
projections and the next three years are nothing but a straight line
[extension].

MR. MAYOC. Well, that’s true. But even in ‘80 I think one of
the main reasons we are more pessimistic than the Council relates to
their attempt to have a dotted line again.

MR. PARTEE. Thevy’'re aware that it’'s an election year alsoc.

MR. MAYO. I have heard about that, yes! My second
cbservation on the Council report, which hasn’'t been mentioned here,
is that there is a [notable] lack of discussion in the report of the
whole capital investment problem, and investment is cne of the items
in Humphrey-Hawking that gets a pretty high priority as I read the
Act. I sympathize with the Council‘s inability to figure out what can
be done to achieve a proper level of investment and productivity, but
they really haven’t come up with anything. .

To turn to the issue of the moment, I have no real objections
to Steve’s prescription for M1 of a 2 to 5 percent range. I
originally thought we could perhaps get away with 2 to 4 percent, but
I think narrowing the range by 1 percentage point is about all the
discipline we should enforce on ourselves with the lesser flexibility
in our goal-setting procedure than has been the case under the joint
resolution. So, 2 to 5 percent is all right with me. I feel a little
differently than Steve does, though, on M2 and M3. I think once we
deviate from the range we might just as well not be timid about it.
1'd deviate a little more and not just by 1/2 percentage point as he
suggested. So, I would go to 5 to 8 percent on M2 and 6 to 9 percent
on M3. The importance of the analysis in the eyes of the public, in
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the eyes of the market, and in the eyes of the Congrezsmen 1s perhaps
a 10 to 1 on emphasis on M1l; that’s the critical measure. They will
accept our reasoning more logically on M2 and M3 if indeed [the
ranges] do turn out that [wayl:; some would criticize us for, in
effect, undermining the housing market and so forth by goals that were
too low on M2 or M3.

CHAIRMAN MIIL.L.ER. Thank you, Bch. Mark.

MR. WILLES. ‘Thank you, Mr. Chairman. I won’'t quibble with
the staff’'s forecast. I would simply point out that we think they have
done an incredibly good job on a horrendously difficult task. In
terms of the probabilities, there is the possibility that the economy
could be stronger as well as weaker. If businessmen really were
convinced that we were doing something about inflation, then those
business numbers could come in significantly stronger. That’'s what we
keep hearing in some of our Districts at least. They are telling us
that’s a possibility.

Wwith regard to policy, I have been fascinated by the
discussion today. Humphrey-Hawkins presents both a major dilemma and
a major oppeortunity, it seems to me. I feel very shaky about
simulating econometric models out into 188¢. In fact, [at our Bank)
we happen to feel shaky about simulating them period. We are not sure
they work. But, clearly--and I think the staff would agree--they work
less well for 1980 than they do for 1979. On the other hand, given
our view of the world, if we were to amnounce and then follow through
on a credible policy, our feeling is that we can have a very salutary
impact on what happens in 1980. Without boring you with all the gory
details, our theory would tell us that we can in fact have less
inflation without more unemployment in 1880 if we have policies in
1979 that are consistent with that [cbjective]--policies that are
firmly held to so that people really believe we are going to follow
through on them. That suggests to me that while the staff’s forecast
for 1980 shows relatively little [improvement] on price performance
and rising unemployment--and I think that may well be the case--we
have the possibility in 1979 to lay the groundwork for a much better
performance on prices. That better performance would not depend on
slack in the economy but on the way people operate given what they
think is going to happen with government policy on inflation.

In our view, then, that makes what we do with the long-run
ranges this time absolutely critical because this is when we announce
them to the world and then have to deliver on them. Ignoring the
politics for a minute~-I know I play these numbers games and somehow
they seem very important to me and maybe not so important to other
people-~let’s look at the range that Steve gave for Ml, which was 2 to
5 percent. If you take the 5 percent, add 3 percentage points for ATS
and 2 percentage points for a downward shift in the demand for money,
that's a potential maximum growth of 10 percent. If you take the
midpoint of 3-1/2 percent [in Steve’s rangel, which presumably would
be our target, and add those 5 percentage points for the same reasons,
that would give us an 8-1/2 percent target for 1%79. That’'s exactly
[the growth] we had in ‘77 and '78, and I think that was too
expansionary. We got toc much inflation by allowing money to grow on
average at around 8 percent. So I, for cne, would feel very
uncomfortable with a target of 3-1/2 percent. If we just follow
through the logic for a minute without thinking of the politics, which
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I am not equipped to do, a desirable range for Ml would be something
like 0 to 3 percent. That would give us a midpoint of 1-1/2 percent;
and if the assumptions on ATS and the shift in the demand for money
are right, then we get 6-1/2 percent growth at the midpoint.

MR. PARTEE. What if they are wrong?

MR. WILLES. Well, I'm getting to that. If they are wrong--
if all we get is ATS, for example, and not the downward shift in the
demand for money--we then move up to the top part of the range which
would be 3 percent plus the ATS, which is again 6-1/2 percent. If
there is a greater shift in the demand for money then, of course, it
would go the other way. We are all guessing at this point but there
seems to be the possibility that the shift could be greater as well as
smaller. So it seems to me that if we want to change policy--and
mavbe we don’t--from the 8 percent growth we have had, then we have to
move the M1 range down to something below what anvbody to this point
has suggested. I would suggest that the range be 0 to 3 percent which
in my mind says., given the most likely set of assumptions, that we
would really be going from 8 percent to 6-1/2 percent under the old
rule. For M2, whatever you all decide is fine with me; I can’t
understand M2 or M3 or any of the other aggregates, with due apologies
to my friends from Sam Francisco.

MR. PARTEE. But vou do understand Ml1.
MR. WILLES. Well, with a rather wide range of uncertainty.

MR. BALLES. 1I°'11 just send you that M2 [study], Mark. Maybe
Frank will do the same thing.

CHATRMAN MILLER. Thank you, Mark. John.

MR. BALLES. With regard to the business situation, our staff
forecast is quite similar to the Board staff forecast in broad
outline. The differences are not worth talking about because they are
all within the range of the forecasting errors. So we have no
problems there. Given that essential agreement, the ilssue comes down
to the appropriate posture for monetary policy. When I first took a
look at the Bluebook, Steve, I got guite a jolt. I thought you might
really be arguing for what was in alternative B or even alternative A.
But in summarizing the advantages and disadvantages of different
ranges here, I think vou have landed by coincidence or mental
telepathy or something else almost exactly where I came out in
wrestling with this. On M1 I would perhaps be inclined to go down to
the alternative B level, given the staff’'s estimate on the ATS
effects, which I have no reason to gquarrel with and I know that‘s a
difficult estimate to make. I could settle for either 1-1/2 to 4-1/2
percent as in alternative B or what you suggested, Steve, which was 2
to 5 percent. 2And for much the same reasons, which I won’t take up
yvour time to repeat, I think we would be well advised to come out with
the [other] specifications Steve ended up with on balance--and
considering what he called the PR effects or the Congressional
relations effects--6 to 8-1/2 percent on M2 and 7 to $-1/2 percent on
M3. Among other things, Steve may remember that I tend to be one of
the doubting Thomases around the table on shifts in money demand.

Such a shift is plausible and possible; it may even be a fact. But
the trouble is, as we all know, that we don't know for sure until
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after the game is over. Sometimes we are wrong and sometimes we are
right. It’'s a difficult bet to make. So, I concur with the way Steve
came out as a means of hedging our bet. I think we would be well
advised to do that, particularly in view of Steve's remarks that if we
make too radical a downward shift in the ranges--even though policy
within those ranges may, and I hope will, remain relatively on the
tight side in view of the inflation problem--we could get some very
severe public reactions, setting in train a whole new set of
expectations of a credit c¢runch. So that’‘s why I come out where I do,
Mr. Chairman.

CHAIRMAN MILLER. Thank you, John. Ezxrnie.

MR. BAUGHMAN. Mr. Chairman, on the general economic picture
I think the staff projections are about as defensible a set of
projections as one can put together at the present time, and I would
not pick on any particular aspect of them. I have made a concerted
effort since our last meeting, in view of my judgment that the
prospects were rather good that we would have greater capital
expenditures in ‘79 than was being forecast or than the survevs were
suggesting, to engage businessmen in discussion on this point. I have
to report that I was unable to persuade even one of them that the
prospects for capital expenditures are higher than are currently being
forecast.

MR. PARTEE. In the Dallas area?

MR. BAUGHMAWN. That's where I had most of my conservations.
And this is on the grounds that they are playving their cards close to
their chests. They would much rather fix up, patch up, or put in a
new machine when an old cne breaks down and in fact go to overtime on
their labor costs as compared with expanding basic capacity. It
leaves them in a much more flexible situation. Also, they are able to
pass on cost and price increases without much difficulty. The market
takes it. So they just feel that’s the better way Lo go in the
present enviromment. That substantially increases the possibility
that we may have a sustained low growth situation, at least until that
attitude is changed, because that seems to me to be a key element in
[downturns]. And a major determinant ¢of periods of economic expansion
has been a surge in capital investment, which has brought very heavy
pressure on the labor markets, materials markets, and credit markets.
We do not see that at this time and, if our forecast is reascnably
dependable, we are not projecting that we will see it for some time
yvet to come.

There is another element in the picture that seems to
increase the possibility [of a low growth outleccok], and that is that
neither consumers nor businessmen nor financial managers have yet
fully adjusted to an expected ongoing rate of inflation somewhere near
what we have forecast and, therefore, 1 think we will see a continued
rapid buildup of debt. I’'m concerned that the debt structure will
become increasingly shaky and that to me is one of the bad aspects of
a sustained period of either high optimism or rapid inflation. It
means that when [inflation] does come to an end, we will have much
more widespread debt distress and a much more difficult economic
problem to handle. But it seems to me that we are likely to see that
[buildup of debt] continue for the next couple of years before we get
into the painful adjustment part of it.
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One other general comment is that I think a set of economic
programs and policies proposed by the government, which contemplates 7
to 8 percent ongoing inflation, is cuite inadeguate and quite
unacceptable, particularly in this country. I believe there is a set
of policies that could enable us to move promptly to wring inflation
out of the economy without going through a recession and without
substantially increasing unemployment, but thus far we seem to be
committed to the idea that we must disavow using it.

Well, having accepted the economic prospects and what seems
to be a consistent set of monetary data along with them, I would opt
for alternative B. Nevertheless, 1 am somewhat concerned about the
sort of thing that Mark Willes mentioned--namely, that it‘s possible
if we were at the top of the range on M1 to have growth that I think
would be too much. That’s all I have, Mr. Chairman.

CHAIRMAN MILLER. Thank you, Ernie. Frank.

MR. MORRIS. Mr. Chairman, I have a very different perception
of the econcmy than the staff has presented to us. I would like to
think we could fine-tune the economy as nicely as our projection. But
it seems to me that in the past month we have seen a very unusual
combination of numbers. We’'ve seen indicators not only in December
but continuing in January that suggest the economy is coming on very
strong. At the same time we have had an unusual deceleration in the
growth of the monetary aggregates and bank credit. And the latest
unusual phenomenon to add to these other twe is that we have seen,
despite a steady federal funds rate, a decline in short-term money
rates. Now, this combination of a very strong economy, very weak
monetary growth, and a decline in short-term money rates is rare. 1
iooked back in history to find out when we usually get this
combination, and I find that it typically occurs in months immediately
preceding a business cycle peak. I think the closest parallel was
January, 1960, when the economy was charging ahead following the
resumption of steel production. Everybody was talking about the
sizzling ’'60s. Both monetary and fiscal policy were moving toward
restraint. And to me the first indicator of the 1960 recession was
the surprising weakness in short-term money rates in January of that
year. So I have concluded that the most probable expectation is a
cycle peak in the second guarter and a mild recession in the last half
of this year.

Now, in that environment, I think the projected decline in
the demand for money is not going to happen. So, Mark, I don’'t think
you have to worry too much about that 2 percent. I was concerned,
too, when I looked at the Bluebook. I think we should lower the
ranges modestly. But the Bluebook reductions looked awfully big to
me, given my expectations. But Steve has saved the day, after writing
the Bluebook, by immediately disavowing it as imprudent. I think the
numbers that Steve--

CHAIRMAN MILLER. He just wanted to check to see whether you
read it!

MR. MORRIS. Yes. I think the numbers he came up with
[today] are very prudent; I would like to see a widening of the M2 and
M3 ranges to 5-1/2 to 8-1/2 percent and 6-1/2 to 9-1/2 percent but
[otherwise]l I think his suggested ranges are very appropriate.
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CHATRMAN MILLER. Thank you, Frank. Phil.

MR. COLDWELL. Mr. Chairman, I guess I have a bit of a biased
view of the world at the moment.

CHAIRMAN MILLER. Join the others!

MR. COLDWELL. The prospects are highly uncertain but still
couched on the favorable side. The hard evidence we have had to date
is for a strong economy with a very high rate of inflation. &as for
the monetary aggregates, I must admit I have never had much hope for
them. And what they’'re showing right now I would say is of doubtful
validity. We are uncertain as to the implications and we can’'t even
describe why the changes are occurring. The information we have about
the Administration’s estimates for 1979-80 suggest that those
projections are unrealistic. I don’t think we are golng to get a
reduction in the rate of inflation, the rate of unemployment being
held down, and a resumption of growth as promptly as they show. Even
our own staff’s forecasts I would guarrel with in terms of the rate of
inflation; I don’'t think it will go down that smoothly. In my view
the possibility is high that our rate of inflation will be in the 9
percent range.

On. net, then, the result is that we may face a problem of
communication with the Congress, a little communications gap. In
terms of [our objectives], I hope the Committee comes out somewhere in
the area of 1 to 4 percent onr M1, 5 to 8 percent on M2, and 6 to S
percent on M3. I'm coppering my bets a bit but I wouldn’t go as far
as Mark has. I don’t think it is desirable to hold out to the rest of
the world that there is the potential of a 6 to 10 percent increase in
Ml if we are going to tell them that we have a 3 percent shift because
of ATS and ancther 2 percent downward shift; that I think is
unrealistic. I don’t like the idea of narrowing the ranges in a
period of extreme uncertainty.

CHATIRMAN MILLER. Thank you, Phil. Henry.

MR. WALLICH. FEverything that can be said is bound to have
been said. I’'m impressed by the fact that in the two quarters before
what must be the best advertised and predicted recession, if it comes,
the economy has been growing well above potential--at 6 percent and 4
percent rates--and we have had a steady pattern of underpredicting
inflation. The rate of inflation is always worse than we think it is.
We have, as we have learned from the Economic Report, far less room on
the up side in terms of where the potential limits are than we
thought. The Council cut that from 5 or 5-1/2 percent, I think to
2-1/2 percent. The outlook may well be as the staff describes, but I
have the impression that outside forecasters are postponing the timing
of the recession, pushing it ahead. As for the signals that
frequently are implicit in the soft money supply or weak aggregates
that Frank Morris referred to, while I think cur staff reads those
too, those signals seem to me to have been somewhat disavowed by the
course of events. Meanwhile the dollar is still very wvulnerable even
though it has improved. And on the financial side we are told by many
observers that monetary policy really isn’‘t biting. I personally
think that real interest rates are barely positive and they’re
negative after taxes. Nonprice terms of lending are gradually being
tightened, but that’s the main biting element, though some restraint
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may be coming from the weak liquidity position of corporations. Those
are the elements of restraint that I see.

Well, in the light of this, I think we do have considerable
risks on the up side, more on inflation than on GNP. I’'d like to fix
the aggregates accordingly, and I share the numerclegy that Mark
Willes engadges in. I see three factors of shift, as it were. One is
the ATS shift of 3-1/4 percent; two seems to be the demand curve
shift. The third, which of course others have recognized too, is the
increase in velocity that comes with rising interest rates. So these
three things really have to be factored in. When you are concerned
about where this added wvelocity is coming from, bear in mind all the
quasi-monies that are being lncreasingly used now--the Euro markets,
RPs, and money market funds. We overlook what are sources either of
money or of increases in velocity which make that 2 percent shift not
at all that ambitious, it seems to me. So my numbers would be 1/2 to
3-1/2 percent on Ml--this is alternative C, which I have modified just
a little--4 to 7 percent on M2 and 5-1/2 to 8-1/2 percent on M3.

CHAIRMAN MILLER. Thank you, Henry, and thank vou all. I
would suggest, before we try to synthesize this and before I give vou
my own reaction, that we take our coffee break. The coffee has been
cooling for the last half hour. So, why don't we do that and then we
will resume.

[Coffee break]

CHAIRMAN MILLER. Let’'s see, are most of us here? All those
who count are. Well, let's see if we can resolve the problems that we
face on these long-run ranges. I was first guided by the eloquence of
the discussion that has already occurred. Then to be practical T
looked at the numbers that come out on paper and the eloquence goes
away and the practicality comes out. I don’t think we will be able to
bracket everyone’'s first desire and have numbers that will be
supportable. Perhaps we should try to do something unusual, and that
ig concentrate first on M1l. If we throw out a lot of numbers, we may
get confused. It seems to me that I heard perhaps less immediate
concern about--or firmmess in people’s views on--the ranges for M2 and
M3. If you are adreeable, I would like to see if those of us on the
Committee could [reach a consensus] on what we should use for M1l and
then see if we can adapt the M2 and M3 to it. Will that be all right
with everyone? That’s an unusual procedure, I know. 2As I looked down
the numbers ([vou suggested] and then asked myself what I think is
desirable, considering the probabilities on ATS and a shift in the
demand function of money, it seems to me that 1-1/2 to 4-1/2 percent
brackets most people’s views [for M1l] and is probably a range that we
could live with in terms of our own objectives. Now, there are a few
people outside that range but that seems to be most compatible with
[the preferences of] most of the members. I'd like to try that out
and see if it is supportable., It happens to be exactly consistent
with Ernie Baughman’'s suggestion. He'’'s the only one, I guess, who had
the right number! The rest were bracketed around that.

MR. BAUGHMAN. But maybe for the wrong reason!
CHAIRMAN MILLER. Chuck came close with 2 to 4-1/2 percent.

I don’t know whether he’'s willing to drop his bottom number to 1-1/2
percent.
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MS. TEETERS. Gentlemen, may I point out that that implies
rising interest rates on our--

MR. PARTEE. 1-1/2 percent?
MS. TEETERS. The 1-1/2 to 4-1/2 percent.

CHATRMAN MILLER. The [lower] end of that, yes, but it
depends. If we are at the upper end of that and if some of these
other things take place, our money rate growth will be faster than it
has been.

MR. PARTEE. That's right.

CHATRMAN MILLER. On the up side [Ml growth] will be faster
than it has been; on the down side it could be consistent with what we
have had or it could be lower. So, what we are really doing is
widening the [rangel}, which just means I will catch a little devil
from the Chairmen of the [Banking] Committees, but I am willing to do
that. They won't like this spread, but if we take this spread plus
the variables and add them, we have a range of minus something to plus
10 percent. That’'s how I read it, as I look at the mathmetics or make
certain assumptions. That’'s why it seems to me to be a range we can
live with. Now, I also believe that we have to be sincere about being
willing to rearrange these ranges at midyear. At that point we may be
wise to begin to narrow them because we will have six months of actual
data and we will be loocking at what we should do for the balance of
the vear within the same cone. Whether the cone should go out and
then close in after midyear when we’'ve seen [some datal, I don’'t know.
Anyway, how many of the voting members could support a range of 1-1/2
to 4-1/2 percent now?

MR. PARTEE. I would point out, Nancy, that there was no
reference made to this table on page 14 [of the Bluebook].

CHATRMAN MILLER. We should [adopt] that, I think, although
that’'s short term.

MR. PARTEE. The midpoint of it, yes, but not really [the
whole range].

CHAIRMAN MILLER. It loocks to the fourth quarter.

MR. PARTEE. It loocks to June and to the middle of the fourth
cquarter. It tells us how much growth we have to have in the future %o
make up what has happened to date. And I believe the midpoint of the
Ml range is what’s now being proposed [as our objectivel, isn’t it?

MR. AXILROD. That’'s correct.

MR. PARTEE. So, to get up to the midpoint of the proposed
long-term range—-

CHAIRMAN MILLER. Which is the 1-1/2 to 4-1/2 percent.

MR. PARTEE. --we’'d have to have 8.3 percent growth between
now and March and 5.1 percent between now and June. And those are—-—
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MS. TEETERS. That’'s only because we had negative rates of
growth for--

MR. PARTEE. I understand that, but we’'ve got that behind us.

CHAIRMAN MILLER. Yes, and that’s why it can grow faster from
here on.

MR. PARTEE. 1 don’t think the comment you made that it
implies higher interest rates is necessarily true, Nancy. It depends
on the economy. If the economy is strong and we get a lot of
inflation, they probably would go higher; but otherwise I think it is
fairly neutral.

MS. TEETERS. The [projected funds rate] ranges [shown in
Appendix I of the Bluebook] are 10 to 10-1/2 percent for the first

quarter, 10 to 10-3/4 for the second cuarter, 9-3/4 to 10-3/4 for the
rthird, and 9-1/2 to 10-1/2 for the fourth.

VICE CHAIRMAN VOLCKER. That may not be the most reliable
projection.

MS. TEETERS. Well, I don‘t think any of these projections is
reliable, Paul.

MR. AXTILROD. If I may say so, Mr. Chairman, on our projected
interest rates perhaps we’'ve swung too much to giving ranges. We
thought they would be helpful. But, Governor Teeters, while we have
allowed for some increase, it’s the midpoints that we think are the
most likely [for the funds ratel and the midpoints are 10-1/4 and 10-
3/8 percent [for the first and second guarters respectively]l. We’'ve
allowed for the possibility of som