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Transcript of Federal Open Market Committee Meeting of
February 1-2, 1982

February 1--Afternoon Session

[Secretary’s note: Chairman Volcker opened the meeting by
calling on the staff to make their "chart show" presentation.]

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

CHAIRMAN VOLCKER. Do we have any comments or questions on
how these people see things?

VICE CHAIRMAN SOLCMON. I have a question. I understand that
in most or all of these new wage agreements that are coming in at much
lower levels, such as the Teamsters and others, there is for the first
time a clause indicating that labor can reopen the contracts if
conditions improve in the industry. Do you know more about this? And
to what extent is that likely, when recovery starts, to bring about a
very sharp reversal in the downward trend in labor costs?

MR. ZEISEL. Yes, it is apparently a fairly common part of a
limited number of such agreements so far, and one can understand why.
In a sense it’'s one of the things the union is trading away; that is,
the union is willing to accept a generally reduced fixed rate of
increase in wages leaning heavily, let’s say. on cost of living

adjustments. But they want the opportunity to come back in to take
advantage of any improved profit position of corporations. And I
think your point is well taken that it creates greater flexibility and
a more rapid response of wages to any change in demand. Usually there
is a lag situation with 3-year contracts; it takes a while for any
tightening of the labor market to be evident in a wage adjustment. I
think this will occur more rapidly but., of course, it depends in a
sense on how tight labor markets get. Our forecast certainly does not

suggest an environment that would be conducive to very effective
bargaining on the part of labor.

CHAIRMAN VOLCKER. You have the line for compensation per
hour going down pretty steeply; it’'s all in the future. What gives
you that great confidence?

MR. ZEISEL. Well, it's not entirely in the future, but
you're perfectly right that in large degree it is. We did have a
reduction in compensation over this past year. As I noted in my
presentation, I think one has to look through that compensation figure
a little to the wage figures behind it. The wage rate figures
improved somewhat more than compensation last year. We had an $18
billion social security tax increase that raised compensation costs by
about 3/4 of a point; and if we adjust for that, we have a better
performance of compensation. Beyond that, we expect further
improvements in the rate of increase in wages. We have an extremely
poor labor market projected: 9 percent unemployment persisting
through another couple of years. This will have been. by the end of
the projection period, about 4 years in which the unemployment rate
was higher than anybody's [estimate of the] natural rate that I'm
aware of in any event. And the logic leads us to feel that this is
going to result in further easing in wages. [Looking ahead.] we have
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as well less of the self-inflicted damage that occurs when social

security taxes are raised. We have a relatively small tax increase of
about $5 billion this year as opposed to last year’s $18 billion and a
relatively small increase next year as well. So, we think things are

working in our favor.

CHAIRMAN VOLCKER. The Federal Reserve had a bigger increase
in compensation [and is] looking forward to a bigger increase in
compensation on some catch-up theory. How many other people are
engaged in that?

MR. ZEISEL. Well, it's hard to know. but one can--

MR. GRAMLEY. The Federal Reserve’'s recession hasn’t hit yet!

MR. ZEISEL. The kinds of adjustments that President Solomon
mentioned a few minutes ago suggest that we finally are getting the

wage adjustments that we were really hoping for.

CHAIRMAN VOLCKER. Yes, we see some signs of this, and some
wage agreements that are reported in the newspapers suggest that some

industries are under very heavy pressure. But I do hear a lot about
other industries that in the total I’'m sure are much more important.
I'm just wondering what other people hear. Banks in particular tell

me they are raising salaries by 11, 12, 13, 14 percent this year.
MR. SCHULTZ. I’'m delighted.
CHAIRMAN VOLCKER. You'll have to explain that comment.

MR. SCHULTZ. Well, we do studies to see what the comparable
salaries are out there. And when comparable salaries go up, why it’'s
congistent.

CHAIRMAN VOLCKER. They will be looking at ours and then we
will be in the hole next year!

MR. ZEISEL. You’'re perfectly right. 1In analyzing those
industries where institutional wage adjustments remain [to be made],
they did tend to be characterized--in industries that were under very
substantial pressure--by market pressure of one sort of another.
There are other sectors. for example petroleum, where a wage
adjustment apparently occurred which was in line with the kinds of
inflationary wage increases that have been occurring in recent years.
But we expect spillover effects from this [pressure]. It creates an
atmosphere in which bargaining is done against standards that are less
inflationary than in the past. And we feel this will have an effect.
In addition, of course, we have had a cost-of-living pattern recently
that has been somewhat less inflationary; it has been rising somewhat
less rapidly. That has a feedback effect as well.

VICE CHAIRMAN SOLOMON. 1I’'d like to offer a thesis. As I see
the data, the services sector part of the economy is likely to
continue to be characterized by relatively high wage settlements and
prices. The divergence in the price trend between the services sector
and the rest of the economy in the last year is remarkable. In fact,
in the second half of 1981, prices of services went up again at a 10
percent rate whereas [other] prices continued to come down.
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MR. ZEISEL. That’s generally true of wages as well. They
have held up really quite well in the services sector. We feel that
market considerations will be operating there; that is, the generally
slack product and services markets and relatively slow growth in real
income will be operating to damp prices somewhat.

CHAIRMAN VOLCKER. They don't seem to operate very well in
that sector. Governor Wallich.

MR. WALLICH. Aren’t we somewhat in a minority in regard to a
hopeful outlook for inflation in '83 and beyond? I see that outside
models we review seem to feel that in '83 inflation will pick up again
with recovery. I look at our own alternative long-run strategies and
the easy strategy, number 2, has inflation virtually leveling off in
"84. It still goes down in '83. Now. is all this due simply to
differences in assumptions on monetary policy or are there more real
sector things built into these estimates?

MR. KICHLINE. Well, I'm not sure. We have not examined

outside forecasts in detail. We have a running tally of four
commercial forecasters and, in looking at those, I would judge that
monetary policy differences have a great deal to do with that. A mean

of four commercial services has M1 growth of something like 6-1/2
percent in 1982 and 5-3/4 to 6 percent in 1983. That’'s two years of
really quite a bit more money growth as compared to the Board’s
numbers. In addition, they have alternative fiscal policies. The net
result is that they have a much stronger recovery in activity; they
have something like a 4 percent rate of increase in real GNP in 1983
compared to our forecast of 2-1/4 percent. So, all of those things do
have an impact on the price side. And you're quite correct: Relative
to outside forecasts, we have a fairly optimistic price projection.

MR. WALLICH. Thank you.
CHAIRMAN VOLCKER. Governor Partee.
MR. PARTEE. To pick up on your comment, Mr. Chairman, I did

get the impression as we went through the chart show and discussed the
outlook [at the Board briefing] this morning that this is not a

forecast that emphasizes the negative. Everything's possible, but you
have a really remarkable decline, as the Chairman said, in
compensation per hour. It could occur. But, as you know, it’'s toward

the extreme of what one might think could happen. I must say that
your output per hour forecast strikes me as being pretty strong. given
the fact that there won't be much recovery in the economy under your
projection. As a matter of fact, for the period from the latter half
of 1982 to 1983 you have the longest sustained increase in output per
hour that we’ve had since 1977. When you look at prices relative to
unit labor costs on the next page, the price index goes down nicely,
mirroring the decline in unit labor costs. There apparently isn’'t
anything that occurs in food or anything else that tends to [push]
prices up.

On the real side of the economy, it seems to me that you have
an extraordinarily optimistic projection for plant and equipment
[spending] given the capacity utilization chart shown and also the
financial factors that are on the page previous to that. And finally,
you have consumption really doing pretty well. Apparently. none of
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the alleged effects of cuts in tax rates is working in terms of
stimulating savings. So, therefore, consumption remains high relative
to after-tax income. The general impression I get is that this is a
pretty upbeat forecast that you're giving us, under the circumstances.
Would you like to comment on that?

MR. KICHLINE. Yes. It depends in part on whether you're
employed or not!

MR. CORRIGAN. Is that a personal reference?

MR. KICHLINE. Not yet! 1In any event, you’'re quite correct
that, looking at the assumptions we have, we do foresee some real
growth. It’s small relative to past cycles, but it’s an extraordinary
period, given our monetary assumptions. We have what I believe to be
a realistic price forecast, given the assumptions, and I view that as
quite optimistic. I think something very important is happening on
the price side, and 1982 is a key year. I’'m fairly optimistic on the
price outlook. There very clearly are downside risks in the forecast.
Mike pointed to some on the financial side; things can go wrong.

Jerry pointed to business fixed investment, which is a sector where

there are clear downside risks. I would only say that we are sure to
be surprised by some bobbles in the numbers over the two-year time
horizon that we’'re forecasting. But on average, this is our best

view, given the assumptions, and I think it's realistic.

MR. PARTEE. Well, as a matter of personal preference, would
you say that there are more downside risks or upside risks in your
projections?

MR. KICHLINE. Given the assumptions, I think there are more
downside risks, particularly in the shorter term.

MR. PARTEE. That's my impression too.

MR. SCHULTZ. Can we pursue that for just a minute? I
believe it is of some importance to think about the possibility of a
real shock., a break of some kind. It is difficult for me at this
point in time to see a single domestic shock to the system--the kind
of thing that really sends a big tremor through the system--of the

gsize of Penn Central in '70 or Bank Herstatt in '74. If International
Harvester or if Chrysler goes [belly upl. I don’t think those would
create that kind of shock in the system. The paper market seems to be
in so much better shape. Now, if Ford goes. that would give us
considerably more to be concerned about. One worries in the
international area about all the East European loans and about the
condition of the German banks. And yet whenever one asks the gquestion

the answer always is that [the German authorities] would keep any
major German banks from going under. They may have a problem. So, it
certainly is worthwhile to think about where the shocks could be. We
had, what--about 43,000 corporate bankruptcies in 1981? It seems
clear that the number is going to be larger [this] year. The order of
magnitude is very difficult to forecast, but one would think that the
erosion of those balance sheets would cause more difficulties.
However, it doesn’t seem logical that that would provide a shock to
the system of the kind that a single traumatic event would. Or would
you disagree with that? Do you think that the number of bankruptcies
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could reach such proportions that it could provide major problems to
the financial system?

MR. KICHLINE. Oh, I think it clearly could. I don’t think
that's the most likely forecast one would want to run with at this
time. I very much agree with your assessment early on that the
failure of Chrysler or of International Harvester probably wouldn't
provide the kind of shockwaves that a large corporate bankruptcy might
if it were totally unanticipated. I wouldn’t rule that out. Things
that are unanticipated are precisely that; we can’t predict them.

What we do know from looking at some of the individual cases as well
as the aggregate numbers is that a large number of corporations appear
to be [financially] strained. And part of the outcome, in fact,
hinges on what happens to the economy. If cash flows were to erode or
stay depressed for a longer period of time than we have in our
forecast, then those pressures would tend to build.

In the numbers you cited on corporate bankruptcies are a lot
of smaller enterprises that have gone out of business. Some of that
is related to the federal bankruptcy laws and it can be a misleading
guide as to the pressures on the sgystem. But our perception is that
there are many corporations, and probably individuals, that over the
next year or two could find themselves under severe financial strain
given the nature of this forecast.

MR. BOEHNE. Just to add to what you were talking about,
Fred, I agree that it’s hard to see the sequence of events or the big
shock that would cause a real bust. But I must say that in recent
weeks I’ve heard the term "depression" used by businessmen and
ordinary people more than I can ever recall. It just keeps coming up.
It's not that it’'s on everybody’'s lips. but the term or the concept
seems to be bubbling up more than I would have expected.

MR. FORD. It has a lot to do with the FDR television show.
It has been on every channel and everybody is reading about it or
looking at it every night.

MR. PARTEE. Yes, but that was just a few days ago.

MR. BOEHNE. That was just a few days ago. I’'m talking
about- -

MR. BLACK. We always hear more of these things when the
economy 1is near the bottom.

MR. SCHULTZ. Are you hearing as much of that as you did in
late 1974 and early 1975? I’'m not, but maybe it’s because I still
only get a parochial point of view.

MR. BOEHNE. No, I wouldn’'t say it's more. But I just get
asked the question: Are we in a depression or are we going into a
depression? I have found the frequency of that question picking up in
the last few weeks.

MR. KEEHN. I think there’s more comment along that line,
Fred, than there has been before. When you stop to think about it,
Penn Central was an isolated incident. It was a tremendous shock, but
it did occur all by itself. Herstatt, while a tremendous shock,
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occurred all by itself. But a whole series of companies now are
moving toward this line, along with the S&Ls. One does worry that the
clock is running on all these companies and that if there isn’'t some
relief soon, it could begin to get ahead of itself and a lot could
occur all of a sudden.

MR. FORDP. May I ask what the staff does know on that
subject? I have the same feeling impressionistically--that there are
two or three of the major airlines, a substantial number of thrifts,
Chrysler, - -

SPEAKER(?). International Harvester.

MR. FORD. Yes, at least two of the major farm machinery
manufacturers. So right there, just based on impressions, I can come
up with over a half dozen big corporations. But has anyone looked at
the so-called raw z-scores, the predictors of bankruptcy, as to
whether the actual number of firms that in all probability are close
to bankruptcy is rising sharply or--

MR. KICHLINE. I'm not aware of that. Mike or--
MR. FORD. Would that be interesting do you think, Mike?

MR. PRELL. Well, I don't know how large and how reliable the
current data base is that we have access to. I know much of the
individual firm data that are available are dated and not very
reliable. But it might well be worth looking at. Of course, as you
mentioned, there are large companies in the agricultural machinery
business and strings of suppliers to the automobile industry as well
as strings of suppliers in the aerospace industry who are affected,
given that commercial aviation is off. So, there may be hard times
for many industries. What is different about this period versus 1974
is that we have very high real rates of interest as best we can
measure them. And that does have an eroding effect on corporate cash
flows. I think that’s one of the fundamental differences in the
picture now.

CHAIRMAN VOLCKER. Mr. Winn.

MR. WINN. Well, the thing that troubles me most in your
forecast is the level of unemployment. There is very little progress
made during the period of the next couple years. With the
supplemental unemployment benefits starting to disappear and with the
situation in the states being worse than projected--I think you get
your totals because of Alaska and Texas, which are in very strong
positions--we have a widespread absence of support for the [affected]
population group, in light of the reduction in some of the federal
programs in this area. And I think the FDR [television series] is not
helping us much in terms of a background on that. I sense in the
labor movement and in the political movement a stirring that I don't
think is going to let this thing grind out in the kind of sequence
that we see. Then supplement that with further bankruptcies in some
of these sectors, and it seems to me that we haven’'t factored into
this [forecast] a scenario that could be quite explosive. This level
of unemployment is quite different than in previous [recessions] in
terms of the hard core element. And we're removing support [by
scaling down] some of the programs that perform the cushioning effects
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there. So, I think there is more explosiveness in these numbers than
is apparent in the actual figures.

CHAIRMAN VOLCKER. Mr. Ford.

MR. FORD. May I ask if, as I take it, this chart show is
correlated with the projections in the Bluebook? It is. There’s
something very interesting in the chart of long-range projections that
I think is wonderful, but I don’'t understand how it can happen. That
is, on strategy 2 you have the fastest money growth associated with
the lowest interest rates and the highest inflation. How did that
work out? Do you see what I mean? On the strategy 2 you have the
highest inflation with the highest money growth, which I would expect.
But then you also somehow get the lowest interest rates out of it;
that's the part that puzzles me. How would you explain that?

MR. PRELL. Well, there are lags in these relationships, of
course. And within the time period. in essence we’'re getting a
movement down the demand for money curve. There is more money and
people hold it only at lower interest rates. So, within this time
span, that does hold interest rates down. And that also produces the
stronger performance of the economy, the tighter labor markets, and

the greater cost pressures on prices. I think there is a clear
consistency. Now. perhaps someone who believes in rational
expectations and is of a monetarist persuasion would say: Well, 1f we

know that the money stock is going to be growing 1-1/2 percentage
points faster forever, then under the base forecast here, interest
rates would adjust instantaneously. That’s conceivably an outcome.
But as we model short-term interest rates primarily through a
transactions demand for money [approach], this is the outcome we get.

MR. WALLICH. Could I pick up on that? We often find
ourselves saying that we cannot control interest rates except maybe
very temporarily at the short end. And here we see that apparently
we're supposed to be able to bring down Treasury bill rates for three
years and make that stick. I find it hard to see the consistency of
what one finds oneself saying about the difficulty of providing
interest rate relief and these numbers here.

CHAIRMAN VOLCKER. You get out of the model what the model
says. And what the model says is the more money, the lower the
interest rates.

MR. KICHLINE. In the short run. I would say you can argue
about the lag because if we had 1985 on the chart, you’d find interest
rates under that strategy rising sharply. And maybe it wouldn’'t take
until 1985. But that very strategy would provide higher interest
rates in the long run than any of the other strategies.

MR. PARTEE. Is that really true? It wouldn’'t equilibrate?
CHAIRMAN VOLCKER. Unless you provide more money.

MR. PARTEE. 1I'm struck by the fact that your chart show has
real GNP relative to potential dropping to the lowest level since
1960. That is a fairly long time period. If you were to raise that
level relative to potential by a point or two--from 91 to 92 or 93--I
wouldn’'t think it would do an awful lot for inflation or interest
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rates because that would only produce a somewhat [higher] lowest level
since 1960 in the GNP relative to potential.

MR. KICHLINE. All I can say is that the way this model
works, as I think many others do, is that if you raise the money
stock, it just takes a matter of time--and one can quibble about the
time--but over the longer run, it's reflected in prices and not
output.

MR. PRELL. You can see that just in that table for '83 and
"84 on the high money alternative. The 5-1/2 percent does have a
bottoming out of the bill rate in the second year. It's a perceptibly
different pattern from the others.

CHAIRMAN VOLCKER. Mr. Balles.

MR. BALLES. 1I’'d just like to ask Jim a question on these
fiscal policy assumptions. In the Bluebook, of course, a discrete
range of alternatives was set forth--strategies one, two, and three,
depending on whether we follow the high end, the midpoint, or the low
end of the specified monetary growth ranges. On the fiscal policy
side, Jim, I wouldn’'t know of more plausible assumptions to make than
those you have made here. But having said that, how the federal
budget will really turn out is in my view one of the big uncertainties
now. I'm just wondering whether you experimented with any alternative
scenarios on the budget and how sensitive real growth, the
unemployment rate, and inflation are to different scenarios.

MR. KICHLINE. Well, we did, and we had so many alternatives
that it was a question of which one to present or what to talk about.
It was a real problem. We did try something that was a much tighter
fiscal policy by getting rid of the 1983 personal tax cut, for
example, and the 1985 indexing. We stripped that out and assumed more
expenditure cuts, and in that process we found that in 1983 when the
stimulus of the budget was taken away, output dropped and the
unemployment rate rose. That was the short-run effect; but the long-
run effect gives you a much better posture with much lower interest
rates and a better inflation performance. There is this output cost
in the short run but that fiscal alternative of a tighter posture does
in fact provide a good deal of relief on the interest rate front,
according to the model, and does provide opportunities over the longer
run for improved inflation performance.

VICE CHAIRMAN SOLOMON. How much relief for interest rates do
you get in your model with a tighter fiscal policy?

MR. KICHLINE. With this fiscal alternative and the
judgmental money assumptions, the model reduced the bill rate in 1983
by some 2-1/2 percentage points; the bill rate was a little under 10
percent versus 12-1/2 percent. So, it’s 250-300 basis points. But I
must say that was a package of about $50 billion on the tax and
expenditure sides. It’s a big fiscal change from what we have here.

MS. TEETERS. This was with no change in monetary policy?

MR. KICHLINE. That’'s correct.
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MS. TEETERS. You didn’'t postulate that if we had a [tighter]
fiscal policy we might have a more--

MR. KICHLINE. Yes, we did. Fiscal alternative
[unintelligible] higher money. In 1983, we’'d get a 6-1/2 percent bill
rate instead of 12-1/2 percent. One can get all sorts of things, but
that was an outcome that at least in the first 3 years produces a much
better performance on most of the variables you might be interested
in. Then it begins to get worse as you go out further in time.

MS. TEETERS. Does that give you an increase in business
fixed investment and housing and so forth? It must.

MR. KICHLINE. Yes.

CHAIRMAN VOLCKER. What are you assuming here on the budget?
You’'re assuming a higher level of expenditures than the Administration
is going to project by a considerable margin, right?

MR. KICHLINE. I presume so. Those numbers were still being
changed, I am told, even as of this last weekend. I really lost track
several weeks ago. I think we are higher because of the economy as
well as--

CHAIRMAN VOLCKER. That’'s what I was going to ask. How much
is the economy and how much is a difference in [the fiscal
assumptions]?

MR. KICHLINE. Well, in fiscal ’83, they have an unemployment
rate of around 8 percent or so and we have a little over 9 percent:
that alone probably is worth roughly $30 billion on the deficit.

Also, I'm told that for fiscal ’'83 they have something like $15 to $20
billion of tax raising measures and $30 billion of expenditure
reductions, and we’ve taken about half on those sorts of things.

CHAIRMAN VOLCKER. You've taken half of what you expect them
to propose?

MR. KICHLINE. Correct.

VICE CHAIRMAN SOLOMON. That’s probably as good a guess as
any because they certainly don’t expect to get all of that out of the
Congress.

MR. WALLICH. Jim, isn’t your model in a sense vitiated by
the fact that you have data going way back into the ’50s when
inflation wasn’t very important but fairly sizable actions were taken
both to curb inflation and to get the economy going. So, you have a
history of large actions, large swings in the economy, and modest
reactions on inflation. The model then gives you these same answers
for the present period when it would seem to me that large swings in
the economy would also have large effects on inflation.

MR. KICHLINE. Well, I think that’'s possible. When talking
about long-run forecasts I’'d be very cautious simply because for most
of the very important variables we’'re out of the range of historical
experience. So, I wouldn’'t disagree with that.
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VICE CHAIRMAN SOLOMON. I find it interesting that the
interest rate projections in the bond market that are consistent with
your GNP scenario show virtually no change. [The bond rate] is
projected to be between 15 and 16 percent over a 2-year period. What
does that say about inflationary expectations and investors affecting
the bond market at a time when you’'re showing such a sharp drop in
actual inflation? How do you tie this whole thing together? Are you
in effect saying that bond market investors are going to continue to
have a fairly high level of inflationary expectations notwithstanding
the major progress that you’'re assuming in "83 and *847

MR. SCHULTZ. But think of the deficit that they’'re assuming
[in their forecast].

VICE CHAIRMAN SOLOMON. I'm not disagreeing. I just want to
be sure that I understand what the man said.

MR. KICHLINE. I think that’s right. OQur forecast would be
one of continued high or, in fact, rising real rates given that we
have inflation coming down. So you’d have to be thinking in terms of
disbelievers in the market; that’'s certainly a possible way of
reconciling these differences.

MR. PARTEE. You’'re talking about real rates building to 10
percent or thereabouts, aren’t you?

MR. KICHLINE. Well, as Governor Wallich would say, before
taxes- -

MR. PARTEE. Just a little on the economy--
CHAIRMAN VOLCKER. That is. if there is any tax left!

MR. BALLES. Another question on your tighter fiscal policy
assumption: How did that translate, if you did this, with Mike
Prell’s chart on the Treasury borrowings and the percent of total
funds raised? The chart shows that percentage shooting up to 40
percent by 1983. Would we get any significant relief under that
tighter scenario from the crowding-out phenomenon that I'm quite
afraid of?

MR. KICHLINE. The borrowing that we have with that tighter
alternative would drop about $45 billion, which is about 10 percent of
total funds raised. So it would make a substantial difference in
terms of the federal borrowing as a share of total funds available.

MR. CORRIGAN. Let me pick up, John, if I may, on the point
that Tony started to get at. I think there’s a natural coincidence of
conversation about the downside phenomenon here, but this real/nominal
interest rate issue strikes me as something that really may cut the
other way, even if it’'s only in the realm of possibility. As I look
at all of the numbers here, basically, you have nominal interest rates
unchanged between 1981 out to 1983. And that's true whether it’'sg
mortgage rates or bill rates. But at the same time, you do have in
that time frame a very sharp change in the measured rateée of inflation,
ending up with 5.7 percent or something like that in 1983. My
question is: Isn’t it at least conceivable, everything else equal,
that you could end up with quite different nominal interest rates,



2/1-2/82 -11-

particularly when you're also talking about higher savings? In Mike’s
flow-of-funds tables, I must say I am struck by the fact that even
with the deficits the way you have them, total funds raised as a
percentage of GNP is down fairly sharply from where it was as recently
as 1980. Now, I wouldn’t project it, but isn’t there clearly some
[possibility that], if things worked a little differently, we could be
looking at something much more favorable in terms of nominal and real
interest rates?

MR. PRELL. 1I°'d make a couple of observations. One is that,
of course, that outcome on flows is the outcome of supply and demand.
And one of the things holding that flow down is our basic
interpretation of the monetary target and the constraint it places on
the supply of funds. The other thing is that, indeed, if one adheres
to this policy and sees the progress on the inflation front and a
slowing of all the underlying indicators of inflationary trends, then
one might anticipate some improvement in nominal interest rates
reflecting a decreased inflation premium. We’'ve been cautious in
that. Given the short-term interest rates we see as in essence
clearing the money market, we’'ve been hesitant to put in a big drop in
long rates at the same time that short rates are pretty much stable
and at some points higher than they are now. It’'s just totally
against all history to have a pronounced drop in long rates when short
rates are under this kind of pressure. But it’'s not inconceivable in
this kind of environment.

MR. FORD. Well, if I may, again on the same question that
the rest are asking: If you do calculations on trends in real rates
and compare them under the three strategies--strategy 1 being the one
that I assume starts with 4 percent growth--the way it seems to work
out is that by 1984 under strategy 3. which is really tight money, the
real rate of interest is 8.6 percent versus 3.1 percent under the most
expansionary monetary policy. And if you give any credence at all to
the expectations notion, it would seem to me that after 3 years in a
row of tight money and dramatic reductions in inflation down to 3
percent, the real rate of interest would be smaller under that
strategy than the others--certainly not 3 times as high as it is under
strategy 2 by 1984.

MR. PRELL. Well, this is a short-term rate of interest. And
I don’t think there's any clear evidence that as one models the demand
for money one can find clearly a separate influence of the expected
inflation rate. In essence, the nominal interest rate captures the
opportunity cost of holding cash balances and, therefore, there’'s not
an obvious place for inflation expectations per se to enter into that.
But the farther out you get on the maturity spectrum, the more
plausible it becomes that this kind of inflation expectations effect
will have a significant impact.

MR. FORD. 1In other words, if instead of just the T-bill
rates shown here you also had shown, say, rates on 5- or 10-year notes
or bonds, the apparent inconsistency there would be less apparent.
That is, you could have the [lowest] long-term rates under the
tightest monetary policy.

MR. PRELL. Not necessarily., using a traditional model. That
probably would tend to show rising long-term rates because short-term
rates are rising.
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MR. FORD. Does your model put out a long-term rate or a 5-
or 10-year rate?

MR. PRELL. It [does use a long-term rate}, but it has not
been especially reliable. That’'s one of the reasons we have not used
it very much. In fact, it has been underpredicting long rates over
the past year.

MR. CORRIGAN. You have mortgage rates on there.

MR. BOEHNE. Getting at this real rate effect: Don't you
have to trade off the effects of the inflationary expectations, which
have become commonplace, versus the demand effect that comes from this
very large deficit? It seems to me that it’'s the demand side that is
driving up the real rate and more than offsetting the positive effects
you're getting from inflationary expectations.

MR. KICHLINE. That’'s right. And I wanted to mention that 1
think it’'s both the federal side as well as the private sector. On
these tight money alternatives, essentially the economy very much
wants to grow more rapidly in nominal terms than monetary policy is
permitting it. And it’s that kind of squeeze in the short end that is
driving these rates up. So, I’d say it’s both the federal government
sector as well as the private sector:; even though we have a fairly
sluggish private sector, in our view there are still demands that
would be satisfied at these rate levels. And you need those sorts of
rates to restrain the economy over this time horizon.

MS. TEETERS. You still have a fairly substantial shift in
the demand for money in 1982, don’'t you?

MR. KICHLINE. We have assumed about 2-1/4 percent.

MS. TEETERS. How does that compare to what happened in 19817
MR. KICHLINE. Well, 1981 is bordering on 6 percent, I guess.
MR. PRELL. About 5-3/4 percent.

MR. KICHLINE. Yes.

MR. PRELL. And we have greater drift in later quarters.

VICE CHAIRMAN SOLOMON. It seems to me, notwithstanding the
rapid decline in the actual rate of inflation that you are projecting,
that inflationary expectations will stay high for two reasons: (1)
the short-term volatility of rates; and (2) as two years go by, if we
stay at 9 percent unemployment and very depressed housing conditions,
etc., notwithstanding the progress on inflation, there will be less
and less patience with that situation in the political arena. If you
add to that some changes in the election in '82 or changes in the
polls of public opinion, then I think there is going to be pressure
for reversing some of the spending cuts. On the other hand, there may
be some willingness to do something on the revenue side, so I'm not
sure what the net effect on the deficit would be. But I don’'t see any
realistic scenario that assumes that the country will simply stay with
this situation for two years, notwithstanding the very attractive
drops in the rate of inflation. I don’'t know what follows from that
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because there are so many different possibilities as to what form the
reaction would take.

CHAIRMAN VOLCKER. Mr. Black.

MR. BLACK. Mr. Chairman., we had very little in the way of
differences in the forecast for '82, although a slight difference in
quarter-to-quarter performance. The main difference we had was the
one that Jerry elaborated on more than anyone else. With the
projected decline in inflation, I think rates have to come down more
than what we see projected here. And on the point that Mike Prell
developed a while ago: If long-term rates did come down, I would
expect short-term rates also to follow as people use the proceeds of
that long-term borrowing to liquidate some of their short-term debt.
So, our guess would be that we are underestimating the amount of real
growth and overestimating the amount of unemployment that we would
have in '83.

CHAIRMAN VOLCKER. On that happy note, Governor Gramley.

MR. GRAMLEY. Well, I think one of the answers to why real
rates are so high is contained in one of the charts that the staff had

in its briefing [to the Board] this morning. I don’t happen to have
it with me, but it showed the components of GNP and the trends in
those components over time. It had consumption going up like [a

rocket] to 65 percent [of GNP], the highest ratio since 1948; it had
defense expenditures going up from something like 4 percent to 6
percent, as I remember the numbers, and investment dropping out of
bed. 1In effect, what is happening is that when we have a fiscal
policy that stimulates consumption and is designed to increase defense
expenditures, real interest rates have to go high enough to hold down
the rate of business fixed investment to the point where it will fit
within the monetary growth assumptions provided. If you look at the
numbers for monetary growth and nominal GNP, you find that strategy
one provides for an increase in velocity of roughly 4 percent in 1982,
3 percent in 1983, and 3.8 percent in 1984; it’'s 3.3 percent on
average. And what has to happen, if we’'re going to get a better
economic performance than what the staff has provided here, is that we
have to get awfully lucky and have another one of those big downward
shifts in money demand. That may happen., but I think the staff is
quite right in saying one can’'t be sure.

CHAIRMAN VOLCKER. Are you saying anything different--in an
elegant way--than that the deficit is pushing interest rates higher?

MR. GRAMLEY. It looks at it in a different way. It says
when we have a combination of--

CHAIRMAN VOLCKER. But you’'re going to get those same
velocity shifts regardless of what the deficit is, on one theory
anyway. Well, you get it at lower interest rates.

MR. GRAMLEY. I wouldn't subscribe to that theory at all.

CHAIRMAN VOLCKER. Well, you get the same velocity but at
lower interest rates.



2/1-2/82 -14-

MR. GRAMLEY. I don't subscribe to the theory that you get
the same nominal GNP no matter what fiscal policy does.

CHAIRMAN VOLCKER. You get a lower nominal GNP; you get more
unemployment, too.

SPEAKER(?). That’'s right.

MR. GRAMLEY. A lower nominal GNP with a smaller deficit,
right.

CHAIRMAN VOLCKER. And you get lower [employment] and less
growth.

MR. GRAMLEY. You get more unemployment and somewhat less
growth. Yes.

MR. PARTEE. In the short run.
MR. GRAMLEY. In the short run. But you’ll get an economy--
CHAIRMAN VOLCKER. Why is it only in the short run?

MR. GRAMLEY. Well, over the long run--and by long run I mean
over the next 20 years--if you believe that prices are sufficiently
flexible, then the real GNP will be related to productivity and real
resource use.

CHAIRMAN VOLCKER. Eventually prices will go up, too.

MR. PARTEE. I guess what you’'re saying is that that big hunk
of 42 percent of the demand for funds is not interest sensitive at
all. Therefore, you have to force the real rate up on the residual in
order to keep the total down to the point that it fits within your
monetary assumption.

MR. BLACK. To the extent that inflation comes down, that
nominal rate does not have to go up as high.

MR. CORRIGAN. But Chuck, under that argument, if you didn’'t
have the 42 percent, you could end up with the best of both worlds in
the sense that all credit demands were interest sensitive and the real
economy could be stronger even though you had lower deficits.

MR. PARTEE. Well, the first effect would be lower GNP
because you have the reduced federal spending; but the second effect
would be the impact lower interest rates would have on expanding total
demands .

CHAIRMAN VOLCKER. Does anybody else have any comments? How
full is the strategic o0il reserve these days., Mr. Truman?

MR. TRUMAN. I don’'t know. My memory is that it’'s about--
CHAIRMAN VOLCKER. How much are we putting in it now?

MR. TRUMAN. We’'re putting in about--. Let’s see, I do have
that figure.
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MR. SCHULTZ. We were putting in 100,000 [barrels] a day.
And then didn’t they raise it?

MR. TRUMAN. Well, it was moved up, I think, to 1/4 million
barrels a day. If you hold on a minute, I'1l tell you what they did
last year, at least. Last year it was 340,000 barrels per day on
average. And that was high relative to the previous periods. We have
in the forecast something only on the order of a little over 100,000
barrels per day. They put a lot in over the last three quarters.

CHAIRMAN VOLCKER. You have it going down.

MR. TRUMAN. The rate of fill has gone down. I think that is
one of those things that is locked up in the budget financing
situation with Mr. Stockman. It's no more certain than some of these
other factors.

MR. SCHULTZ. Is 120 billion what they’'re trying for?
MR. TRUMAN. 120 billion?

CHAIRMAN VOLCKER. No.

MR. SCHULTZ. I mean million.

MR. TRUMAN. As of the middle of 1980, it was 91 million
barrels and they’ve been putting more in at the rate of about 100,000
[per day]--I'd have to multiply that out--for the past two years.

CHAIRMAN VOLCKER. This last compensation figure--I keep
staring at Mr. Zeisel--you have plotted: Is that the third quarter or
the fourth quarter?

MR. ZEISEL. The last real figure would be the fourth
quarter.

CHAIRMAN VOLCKER. The fourth quarter.

MR. SCHULTZ. Was it 5.7 percent in the fourth quarter?
MR. GRAMLEY. This is year-over-year as the chart reads?
MR. ZEISEL. Yes.

MR. SCHULTZ. What was that figure for compensation in the
fourth quarter--5.7 percent or something like that? It was pretty
low.

MR. KICHLINE. For total private business it was 5.7 percent;
for total private business for the full year 1981 it was 9.3 percent,
and that was down a percentage point from the year earlier.

MR. SCHULTZ. I never did get to ask the question. Why was
it so low? I recognize that there’s a lot of volatility in those
quarterly figures, but that 5.7 percent did seem to be quite low. Do
you think that’s an aberration or was that indeed indicative of some
real progress?
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MR. ZEISEL. I would think it’s an aberration. There’'s a
certain amount of--

VICE CHAIRMAN SOLOMON. For the first three quarters, the
average earnings per hour figure was coming way down while the
compensation index was not. And then finally in the fourth quarter,
there was this delayed parallel trend movement in the compensation
index. For the first 9 months of the year, as I remember, we had a
significant drop in average earnings that we did not have in
compensation.

CHAIRMAN VOLCKER. Let's take a couple of minutes [on recent
developments in the aggregates]. since it bears upon what people think
about the long run--or at least what I do. Although I don’'t know the
answer on what has been going on in the money supply in the last 2 or
3 months, maybe you can say something, Mr. Axilrod, in terms of the
composition and the surveying that your people have been doing and so
forth. Then let’'s get comments from around the table on how everyone
is looking at this.

MR. AXILROD. Well, so far as we could tell, in the last 2 or
3 months we have had this very sharp run-up in the money supply, which
partly was expected, given interest rates, and partly unexpected. I
can’t divide it very easily between the expected and unexpected parts,
but I would point out, as many of you have heard, of course, that we
have had a fairly sharp turnaround in all of the components of money;
but in particular the turnaround in other checkable deposits seems to
be correlated with a turnaround in savings deposits. For example, the
savings deposit component of M2 declined over the 6-month period from
April to October *81 at about a 21 percent annual rate at a time when
other checkable deposits were growing at around a 15 percent annual
rate. I picked that period because that is after the bulk of the
shifting into other checkable deposits was finished in the first 4
months of the year. Since October--in the last 3 months--savings
deposits on the new seasonals have increased at a 12 percent annual
rate, compared with this 21 percent decline, and other checkable
deposits have moved from a 15 percent annual rate of increase to a 53
percent annual rate of increase. At the same time, of course, demand
deposits have turned around. They had been declining at a 6 percent
annual rate and are now expanding at a 6-1/2 percent rate through
January. But the bulk of that expansion in January occurred in the
first week and is now ending, whereas the expansion in other checkable
deposits has remained strong through the balance of January. So, I
think the demand deposit expansion is working its way out whereas as
yet we have not seen the NOW account and savings deposit expansion
working its way out.

We've tried to investigate the various reasons for the
increase in savings and in demand deposits. We have surveyed the
banks and we have not gotten very satisfactory replies. In my view
some of it is related to nonconsumption, just savings resulting from a
failure to consume [and funds] flowing into the easiest alternatives
for a while--demand deposits, NOW accounts, and savings deposits.

Some of it is related to actual financial uncertainties. We see that
in time certificates:; small time certificate growth slowed very
noticeably in December and January, and that money is being placed
elsewhere, at least temporarily, in more protected forms. And we have
heard bits and pieces of evidence that corporate demand deposits were
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rising toward year-end and early in the year, partly for corporate
window-dressing and partly for compensation balances. However, those
were bits and pieces of evidence and they were not very clear-cut.

This rapid expansion has tended to exhaust much of the growth
for the year [allowed for] in the tentative targets, as the Committee
can see by observing chart 1, following page 11 in the Bluebook. That
range of 2-1/2 to 5-1/2 percent is plotted from the actual level for
M1 in the fourth gquarter of 1981. As you can see, the January
expansion has brought growth well above the range: growth is well
above the parallel dashed lines [unintelligible]. 1In effect, much of
the expansion for the year has been used up. It is quite possible
that we could get negative numbers in February and March. As the
Bluebook points out, we had that in 1981 following the April bulge at
a time when short rates rose very sharply. And that has occurred on
rare occasions at other times. But absent such a sharp drop, the
amount of monetary expansion [that could occur] over the balance of
the year is relatively limited [if money growth is to be] within the
tentative range adopted by the Committee. That, of course, Mr.
Chairman, brings up questions about the range and its basing and
whether it should be raised.

CHAIRMAN VOLCKER. I don’t quite want to get to those
[issues] now. But, obviously, what you think is going to happen in
the next few months makes quite a difference in how you look at a lot
of things. Everybody has been looking at this to some extent. We
have this phenomenon of big NOW accounts in particular, although other
things are mixed in with it. We don’t even know whether the seasonals
are any good, and they may well not be. Does anybody feel that they
have any stronger insights into what is going on here? Mr. Morris.

MR. MORRIS. I may have a feeble one.
CHAIRMAN VOLCKER. We want a strong one.

MR. MORRIS. I think one of our problems is the assumption
that we made at the last meeting--that the adjustment to NOW accounts
nationally was over. The New England data lead me to suspect that
that may not be the case--New England being the only section [of the
country] with mature NOW accounts. I looked it up to see if we have
had any bulge in NOW accounts and we have not. They have been quite
flat. So, that at least is a little evidence that perhaps the problem
is that the national NOW account adjustment is going to take longer
than we had assumed.

MS. TEETERS. Do your back data show anything on--
MR. AXILROD. The data we got show that--

CHATIRMAN VOLCKER. Let me just pursue that for a second as a
possible explanation. My understanding was that very few of you, if
any, found much of the explanation in the opening of new accounts
instead of [an increase in] existing accounts. Is that true?

MR. AXILROD. That’'s right. This was all [accounted for by]
existing accounts going up.
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CHAIRMAN VOLCKER. There seems to be a little inconsistency
with that explanation, but that’'s an interesting phenomenon.

MR. MORRIS. Well, maybe it’s not the right explanation. I
thought it might be because it’'s not clear to me why New Englanders
should feel more secure and not need to put more money into NOW
accounts than people in the rest of the country.

MS. TEETERS. In the past have you had increases in NOW
accounts in the first part of January? You've had NOW accounts for
what, five years now?

MR. MORRIS. They go back to the middle of 1972.

MS. TEETERS. But do you show in those early years a sudden
jump in January?

MR. MORRIS. No, I don’'t think so.

MR. RICE. Did your demand deposits increase along with the
rest of the country?

MR. MORRIS. Yes, our demand deposits were up.
MR. RICE. Have they fallen off recently?

MR. MORRIS. I haven’'t seen [data for] the latest week when
they apparently have fallen off nationally.

MR. BOEHNE. The demand deposit [increases] have been more on
the corporate side, not the personal side.

MR. PARTEE. What kind of seasonal do you have on the NOW
accounts? Are you using your own seasonal because you have this--?

MR. MORRIS. We’'ve just been comparing our nonseasonally
adjusted data to the national--

MR. PARTEE. Unadjusted data, I see.
MR. MORRIS. The unadjusted data.
CHAIRMAN VOLCKER. Mr. Balles.

MR. BALLES. Well, I don’t really have any answer, Mr.
Chairman. I do have a couple of questions that I thought I might try
on Steve. We couldn’t find any good reasons for this explosion we've
had in NOW accounts in the Twelfth District. Our banks weren’'t very
helpful in throwing any light on why it has occurred; it just seems to
be happening. Maybe it goes back to the thought that you expressed;
it could be a belated reaction to interest rates having fallen late

last fall. It could be increased liquidity preference in a period of
uncertainty. The more I mull over why it’s going on., the more I just
have a hunch that we may be asking the wrong question in a sense. I

recall a debate around this table some years ago in the mid-1970s--1
can’t remember exactly when it was, perhaps 1976 or 1977--when we were
agonizing over an excessively rapid and unexpected rate of monetary
growth and why it was occurring. I think it was Chairman Burns who
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said at that time: Well, it’s very simple; we’'ve been putting too
many reserves into the market. And I wonder if that isn’'t really the
basic answer when everything is said and done.

MR. AXILROD. Well, there’'s a correlation. obviously. It
wouldn’t be there if we hadn't put the reserves in. The question one
has to ask oneself is: Why this much money at current interest rates
or riging interest rates? That is the question, mostly, that we are
trying to answer. Why has the demand for money at current interest
rates expanded? If we had somehow managed to get all those reserves
out and not permitted this much money in these NOW accounts and demand
deposits and currency, then it’'s our thought that, of course, interest
rates would have been a lot higher. So we’'d have to ask if you’'d
still be wanting to know the answer to the question at that point. If
we had succeeded in doing that and had these high interest rates, you
would want to know why interest rates were so high in the middle of a
recession and we’'d be trying to explain why the demand for money was
strong. That’s what we're looking for, those kinds of explanations.

MR. BALLES. Well, taking the whole period of November
through January, Steve, when we had this very rapid growth, net, do
you have an impression of how much of it was due to changes in
multiplier relationships? Does that explain very much of it?

MR. AXILROD. Well, I’'d have to go back and review. We tried
to [determine] the extent to which we might have been off on the
multiplier relationships that we put in the reserves to money path.

Of course, we change these each week as we get data, and with lagged
reserve accounting in some sense we are always perfect on it. But the
current relationship doesn’'t mean anything and the lagged one does. I
don’t recall to what extent we've had to change them. We’'ve made
considerable changes, but I don't recall that as being a big source of
error with the lagged reserve accounting.

CHAIRMAN VOLCKER. The trouble with that explanation is that
we've been putting in reserves since July or so and it has only been
in November, December, and January that money growth suddenly took
off.

MR. BALLES. It suddenly grabbed and the question is why.
CHAIRMAN VOLCKER. Mr. Ford.

MR. FORD. As you requested, we did a survey. And if it’s
bad to contribute, then we’'re guilty, because our growth in the last
month has been distinctly above the [national] average both in demand
deposits and other checkable deposits. We’'ve had a particularly
strong kick in terms of percentage growth in NOW accounts, the area
that you expressed an interest in. There was virtually no change in
ATS-type accounts. I asked my staff to take a sample of the banks
around the District that were contributing particularly to this growth
above the trend growth for the whole nation and, like the others who
commented, we could not find any clear, simple, new explanation. The
facts we came up with were that virtually all of it was in existing
accounts--to address the possibility that you raised, Frank. We did
not see any surge in the number of new NOW account openings; growth
was in existing accounts.
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MR. MORRIS. 1Is there any evidence of higher minimum balances
being imposed now that might have led to a change?

MR. FORD. We didn’t pick that up. There’'s a drift higher.
Right now in our District there’s very heavy competition among
[financial institutions] on pricing of all types of deposits,
particularly the IRAs. And the terms and conditions for IRAs seem to
be getting more and more competitive from the consumer standpoint. I
didn't check any trend on NOWs, but I haven’t noticed it. I just
don’t know. So, we didn’t get any strong indication of any surge in
new NOW account openings. It’'s just the existing accounts that are
building up.

As far as the speculation as to why, a couple of bankers said
that they think people are holding off, waiting to see what develops
in IRAs, and are just parking money in these NOW accounts until they
figure out the best IRA deal, at which point they will switch to an
IRA. The IRA deals are still being unveiled in our District. Another
explanation is the simple o0ld one that people are just saving more and
spending less. It seems consistent with other information we have.
There’'s nothing really exciting. though, on the demand deposit side;
we don’t see anything particularly interesting there. We looked at it
and consgidered it normal corporate window-dressing during this year-
end period: nobody believes it’s an unusual amount of corporate
window-dressing.

CHAIRMAN VOLCKER. Mr. Roos, as I remember, money growth
wasn’'t very big in your District. It probably means you have better
monetary policy out there!

MR. ROOS. I asked our staff to see if they could churn up
some figures that perhaps would explain not the IRA thing but why Ml
acted as it did. And they did come up with some interesting figures
that I'11 be brief in touching on. The bottom line of the figures
they gave me indicated that we were somewhat slow in our willingness
to change our nonborrowed reserve path under certain circumstances.

They looked at four periods. One, for example, was the 3 weeks ending
August 19 and, Steve, let me see if I can explain what I’'m trying to
say. In those 3 weeks, the projected deficiency of total reserves

relative to path averaged about $152 million, according to our
records, and in that period we did not change our nonborrowed reserve
path nor did we change the discount rate. The average in the 4 weeks
ending September 15--and this was when the aggregates were
undershooting--was about $244 million. The deficiency in the 3 weeks
ending October 7 was about $405 million. And in each of those
periods, if my staff’s figures are correct, we apparently did not
change our nonborrowed reserve path nor did we change the discount
rate. Now, back in May of [last] year, when total reserves were
projected to be about $500 million above path, we increased the
discount rate and we reduced the supply of nonborrowed reserves by
about $375 million. And as a result of those actions, Ml began
declining immediately and we did avoid a continuation of that. We, in
effect, interrupted the bulge that occurred then. Is there any logic
in their conclusion, based on that type of evidence, that one of the
problems has been a problem of our not moving our nonborrowed reserves
as quickly as we should?
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MR. AXILROD. Well, President Roos, maybe to put a little
perspective on this--I don’t know about those figures but I'm sure
they’'re accurate--from September to December of [last] year the
Committee originally wanted M1-B growth, shift adjusted, of around 7

percent. They changed it a bit in mid-course. By the time September
to December was over, we had [M1-B] growth on the order of 8-1/4
percent. I haven’t checked the most recent seasonal figures, but

these are the figures before they were adjusted. That's not far off
from what the Committee found perfectly acceptable and is probably on
the order of what the Committee would find generally acceptable given
what happened. What then occurred was that January growth was
unusually high, going into a period when the Committee wanted growth
to phase down into the longer-run range. It was made unusually high
by a bulge in demand deposits early in the month, which I believe is
in process of working its way out, though not entirely. And it has
been maintained at a high rate by NOW accounts not quite working their
way out so far but, in fact, growing faster in January on average than
in the preceding two months. 1In light of all that and with total
reserves running strong, of course, a downward adjustment of around
$190 million was made in the nonborrowed path midway through this
period. We put additional pressure on the funds rate. There’s no way
in a period as short as a month, given lagged reserve accounting or
possibly even given contemporaneous reserve accounting, to have gotten
that growth of 20 percent down to, say, 5 or 6 percent or whatever the
Committee would have felt comfortable with, short of a funds rate
moving up I would guess into the 27, 28 percent area, with
contemporaneous accounting. I made a theoretical calculation at one
point, which would not have changed the basic question that the
Chairman raised as to why money demand was so strong in this very
short-run period. One would have had to answer that question either
way. But I think the actions taken with regard to the reserve path
were such as to work in a constraining direction.

MR. ROOS. In other words, that’s the answer: That you
withdrew reserves by about $190 million.

MR. AXILROD. Yes.

MR. ROOS. The excess of the total reserves was up in the
$300 or $400 to $500 million area. You say that if you had pulled all
of those out, it would have had a dramatic upward influence on
interest rates. And that’s the reason you didn’'t.

MR. AXILROD. If we had pulled out $400 million, we would
have had more borrowing, of course. But all the research I've seen
suggests that to pull out $400 million of total reserves in a month--
under contemporaneous reserve accounting, let’s say. not under lagged
--we would have to reduce nonborrowed reserves by something like $3
billion because the banks are going to offset that with borrowing.
And if we reduced nonborrowed reserves by about $3 billion, the banks
would borrow $2.6 billion to get the total down $400 million, and
interest rates would go up extraordinarily high. That’s how the
mechanism would work in the short run. You might conceivably get
January down, assuming contemporaneous reserve accounting, but then
interest ratesg would be so high that February would be plunging
negative. Then interest rates would have to drop very sharply to
induce banks to expand again and get the February growth up. That's
how the process seems to work.
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MR. ROOS. Steve, our experience in May, though, when we had
a similar bulge and when you did take strong action to reduce
nonborrowed reserves--I think by about $370 million, if my numbers are
correct--was that it did cause the fed funds rate temporarily to go to
about 19 percent, but then it receded. didn’t it? 1In other words, I
wonder if we are exaggerating the possible volatility of those fed
funds rates and whether we’'re not in the long pull affecting interest
rates more meaningfully than if we really bit the bullet.

MR. AXILROD. Well, in my judgment, President Roos. last

April that bulge probably would have come out to some degree without
our doing anything--that is, with interest rates unchanged. And the
rise in rates that occurred--because it was just [due to] temporary
factors--of course encouraged it to come out more. It may even have
contributed to money running low for the rest of the month. So, I'm
not sure how the variability would have worked out in that respect.
You can make the case that you could get less variability in money
growth with less variability in interest rates if you examine these
things carefully through a different procedure.

CHAIRMAN VOLCKER. Mr. Corrigan.

MR. CORRIGAN. Well, Mr. Chairman, we tried to look at this
question of the money supply both analytically and by relying on
anecdotal information as well. Let me just touch on each of these
briefly. On the analytical side, we really looked at two things. One
was the seasonal adjustment, and there I guess what we found is a bit
of good news and bad news. There was good news in the sense that
using a different procedure than X-11 one could point to a pattern of
weekly movements in January that is quite different from the one that
the official numbers suggest. Now, I don’t mean to imply that one
method is better than the other. But it really tends to underscore
how extremely volatile these seasonal factors are and how badly they
can lead us astray in a given period of time. The second thing we did
is probably more important. We tried to take a quick and dirty look
at this question of how the measured money supply responds to changes
in interest rates, recognizing that there are at least some people on
the staff--it’s not many--who argue that if you go back and look at
declines in interest rates in the late summer and fall of 1981, maybe
what we have been seeing over the last 3 months isn’t all that
unusual. We tried to look at that and found at least in a very
tentative way that perhaps more of what we’ve seen can in fact be
explained by declines in interest rates earlier on. Indeed, while
this work is very tentative since it has been done in only about 8
days. it does suggest that the response in money to changes in
interest rates or shocks in the federal funds rate is a lot greater
than I thought possible. And it may well argue that the problem isn’t
so much too quick a response on the part of policy but the other way
around: That the harder we hit the short-run blip in the money supply
by jiggling reserve paths or whatever the more we may be creating a
worse problem for ourselves a little further down the road in the
sense that by hitting it hard it builds in this perpetuating cycle
that we’ve seen a little of over the past 2-1/2 years or so. Of
course, the argument could be made the other way as well. I don’t
know the answer yet, but certainly this work does suggest that more of
the increase in money than I thought possible can be explained, at
least by this exercise, by what happened to interest rates earlier.
And to my way of thinking that’s not inconsistent with the argument
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that we ought to respond more slowly rather than faster to some of
these temporary blips in the money supply.

But even under the best of circumstances, I don’t think
either of those factors can fully explain the more recent developments
in January. And there we did try to develop some anecdotal
information. Certainly in our case we were able to find on the
business side patterns of window-dressing by large corporations that
involved larger amounts of money than both they and their bankers said
had been typical in earlier years. And that phenomenon was very
short-lived, which of course is compatible with the idea of that big
bulge in business-type checking accounts in the first week with
washouts in the next two weeks. On the household-type checking
accounts, NOWs and so on, we really don’t have much to add. 1In our
area, in terms of Frank’s point, we too didn’t see many new accounts.
It was all existing accounts. The bankers and others we talked to
basically made the argument that we have some kind of precautionary
phenomenon here, some of it related to the economy and unemployment,
some of it related to uncertainties about the interest rate outlook,
some of it maybe related to savings flows themselves, and some of it--
at least in the case of our own employees in the Bank, based on a
little informal survey we did--related just to a desire to build up
larger balances to pay off bills incurred in December faster than they
might ordinarily do. That’'s about it.

MR. AXILROD. Mr. Chairman, President Corrigan mentioned the
effect of interest rates and I probably should point out to the
Committee that our monthly money market model, which is very often
wrong and is sometimes right, would have projected very sharp growth
in the money supply. That is one of the reasons we thought [M1l] would
grow in November and December, way back when. And [the model] would
project that growth continuing on, given interest rate moves that had
already occurred, into January--but not at this rate--and February and
March and petering out after that. On the other hand, if you look at
our quarterly model, it would suggest that the money growth we’ve
gotten in January is more than enough to finance the quarter’s income,

given interest rates. And to get what it says we would have for the
quarter, then we would have to expect [M1 in] February and March to
drop at around a 13 or 14 percent annual rate. That’s just about what
the money model says it is going to increase. So, the models tend to

give varying results.

CHAIRMAN VOLCKER. We get explanations and counter-
explanations for every phenomenon. Mr. Keehn.

MR. PARTEE. The only trouble is that we don’'t know if it’'s
temporary or permanent.

CHAIRMAN VOLCKER. That’'s right. That’s all I want to know.
Mr. Keehn.

MR. KEEHN. In the surveys that we did with the banks in our
area, we were impressed by the consistency of the compensating balance
comment. Apparently corporations allowed their compensating balances
to fall during the latter part of the year. We were surprised by how
many banks commented on that and by how many companies apparently drew
on their lines of credit to build up their [cash] balances, even their
compensating balances, over the year-end period. Secondly, IRAs have
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been receiving a lot of publicity in the Midwest, and one institution
that we talked with in January has accumulated $60 million in IRA
accounts. They conjectured that if they were any sample at all, this
is going to be a very big program. And there has been a lot of money
parked in various NOW accounts waiting for the IRA programs.

CHAIRMAN VOLCKER. They had $60 million already in the IRAs?
MR. KEEHN. One bank had $60 million in IRA accounts.
MS. TEETERS. Which ones have the--

MR. SCHULTZ. That was First Chicago, though, and that was
because they put that 2-point bonus on, wasn’'t it?

MR. KEEHN. Yes, and they are a very major savings bank, so
they have a big base. The program was very big and they conjecture
that if they are symptomatic--and perhaps [their flows] are heavier
than most--there are a lot of people who had money saved up waiting
for January and the opportunity to begin to open these IRAs.

MR. SCHULTZ. Did you find any other bank that had that kind
of percentage increase?

MR. KEEHN. No, this was heavier than typical.

MR. BOEHNE. 1In fact, most of our bankers were rather
disappointed about the IRAs.

CHAIRMAN VOLCKER. Anything else, Si? Mr. Boehne.

MR. BOEHNE. The only thing I can add that hasn’t been said
about the bulge in January is that we’ve found one of our large banks
engaged in what I would call a reverse sweep--a sweeping out of
interest-bearing assets as of [December] 31st and into demand deposits
and then out of demand deposits back [into interest-bearing assets] in

January. This was to take advantage of the Pennsylvania personal tax
law on personal assets, and it was done this year more than any other
year for some reason. And because of a long holiday weekend, this did

cause an unusual bulge in demand deposits during that week of January
6th. That’'s just local in Pennsylvania, but perhaps other states have
personal property tax laws that may have contributed to the bulge.

MS. TEETERS. Doesn’t Illinois have something like that but
the date is in March?

MR. PARTEE. It’'s April 1.

MR. KEEHN. They used to but they’ve done away with it.

MS. TEETERS. They’'ve done away with that?

MR. BOEHNE. Just one other comment. There may be some
flight from other checkable deposits. As I left the Bank this morning
the lines were unusually long for the Treasury auction. The lobby was

just full of people.

MR. PARTEE. One of their last chances to get a free one!



2/1-2/82 -25-

CHAIRMAN VOLCKER. Mr. Guffey.

MR. GUFFEY. Thank you, Mr. Chairman. Our survey didn’t turn
up anything that hasn’t already been noted to this point. But there
is a bit of work that was done by our staff that may be of some
interest to you. It relates to a float factor that might be being
[double] counted. It's principally perhaps a reporting problem.

Since we started charging for servicing checks., more and more of the
checks have been collected through the correspondent system rather
than through the Federal Reserve. And we have some indication that
there’s a bit of double counting in the correspondent system. That
is, the collecting bank will record the checks in "due from" balances
as opposed to checks in the process of collection. As a result it’'s a
double counting in the demand deposit that they pass along to the
customer and thus could affect M1, for example. And that would be
magnified in terms of the checks drawn on NOW accounts simply because
they start from a very small base.

CHAIRMAN VOLCKER. This is known as the Auerbach theory.

MR. GUFFEY. Well, he started at our Bank. I'd prefer to
name 1t something else.

VICE CHAIRMAN SOLOMON. Irv Auerbach?

MR. PARTEE. This is a different Auerbach.

MR. GUFFEY. Oh, okay.

MR. AXILROD. We looked into that, President Guffey. The
Bach Committee a long time ago recommended an alternative measure of

the money supply which grosses up the demand deposits side by adding
"due to" [balances] and grosses up the subtraction by adding "due

from" [balances]. Presumably, then, we would not have this bias you
are talking about. We keep track of that series seasonally adjusted
and compare it with our current series seasonally adjusted. And they

have shown similar patterns; that is, they both showed this sharp
bulge in early January and they showed subsequent weeks about the
same. Actually, the alternative series showed larger growth
unadjusted in November and December than did the present series. So,
we have used that as the basis for checking. We are well aware that
this bias could arise and could get worse. It’'s there, but it could
get worse. But it doesn’t seem to be getting worse and making our
present measure more biased in terms of growth rates at the moment.

CHAIRMAN VOLCKER. Another theory dashed, presumably. Mr.
Balles.

MR. BALLES. Well, in searching for possible answers here, I
have another question I'd like to raise with Steve. 1In each of the
two years, Steve--in 1980 and 1981--when we have had a convergence of
the federal funds rate and the discount rate, and the funds rate even
has gotten down to a bit below the discount rate, that was followed by
some very rapid monetary expansion, as we all know. With the benefit
of hindsight, looking back on that period between the November and
December FOMC meetings last year, total reserves were almost on
target. They were a little above. But the nonborrowed reserve level
was raised quite sharply, by almost $200 million. And that
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undoubtedly had the effect of keeping the interest rates down because
if we hadn’t raised that, borrowings would have gone up. And I
suspect, as I look back on our feelings in December, that most of us
would have viewed that as not a very opportune time to be letting the
federal funds rate rise, which would have been the result if we had
not increased the nonborrowed reserve path. I'm just wondering if
maybe we aren’t falling back into the trap of intuitively trying to
keep interest rates down at a time when it seems logical to do that
and then paying the price for it later on when we get this delayed
reaction of sudden very sharp expansions in monetary growth, as we got
in both 80 and '81. A companion question would be: With respect to
that major study of our operating procedures that you headed up, as I
recall there was a recommendation for more frequent changes in the
discount rate. Asg I look back on it, we haven’'t really done that
either. Well, those are just a couple of thoughts as to some deeper
factors that might be at work here in these sudden surges of monetary
growth. I’'d like your reaction to that.

MR. AXILROD. Well, there is nothing in any evidence we’ve
ever looked at or in any experience certainly in the past two or three
years and earlier that says that money demand is naturally smooth. In
this large an economy., it seems to me that money demand is naturally
volatile. And we’'re annualizing, and the numbers look terrible. A
1.5 percent change in a level looks like 20 percent because we’'re
annualizing it. We probably shouldn’'t be annualizing those monthly
figures. It gives a wrong impression.

CHAIRMAN VOLCKER. Hear, hear!
MR. BALLES. Yes, that’s a point.

MR. AXILROD. So, I don't think that policy is ever going to
get away from the question of: Do you want to try for a smooth growth
path with what every bit of evidence anyone has dug up says will be
sharp variations in interest rates--and you can only do that with
contemporaneous reserve accounting, if then--or are you going to try
for a path over a more sustained period of time and live with the
short-run variations in money demand that seem to be built into the
kind of economy we have? We have this huge economy with several
hundreds of billions of dollars of money flowing daily, some of which
happens to sit in demand deposits on top of which--and I don’t mean
this to sound preachy--we now have a narrow money supply that has
savings in it. They are not being paid a very high rate. but they are
what many people consider savings. When these NOW accounts were
installed, people in many cases just transferred what were savings
accounts into NOW accounts. So, for whatever reason, people decided
to increase their savings, and it flowed into these accounts. You and
I know they have very low rates of interest, but many people feel they
are safe. And people are willing to take that [low rate] for a very
short period. So, we have a mix that is changing over time, making it
even more complicated to evaluate money movements, which to me means
that one has to have a longer-term horizon to come to some judgment.
Sure, we could begin to constrain it faster by letting interest rates
rise faster, lowering nonborrowed reserves faster, raising the
discount rate. But that again gets into areas of policy judgment for
the Committee as to whether it wishes to put those kinds of interest
rate variations in the economy or live with the potential for a little
more money volatility or whatever trade-offs it can think of there.
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CHAIRMAN VOLCKER. I'd be more impressed by these thecories
about reserves and all the rest if the increase in the money supply
were not so divergent between the different components of the money
supply. That doesn’t prove that it’'s wrong, but it’s just a little
suspicious when the NOW accounts are going up at the same time the
savings accounts are going up. And that’s a sharp change in trend.

VICE CHAIRMAN SOLOMON. Could we get an explanation from
Steve on the seasonal adjustment? As I understand it, starting in ’82
we're doing a common seasonal adjustment for demand deposits and NOW
accounts. Is that correct?

MR. AXILROD. We're trying. That's right. Last year we did
some very complicated [calculations] by assuming that part of the NOW
accounts were demand deposits and part of them were savings deposits.
In concept, that's right, but it strikes me as a distinction that is
going to be impossible to [judge] in terms of whether [the actual
proportion] is 2/3 or 3/4 or 1/2. So, we felt that as time went on we
should simply begin constructing a seasonal for total demand and NOW
accounts based on the movement of the total and that whatever
difference there is in the movement, with the increasing composition
of NOW accounts, it gradually will be worked out in the seasonals.
And that’'s how we have begun to proceed.

VICE CHAIRMAN SOLOMON. May I ask you a hypothetical
question?

CHAIRMAN VOLCKER. Ten years from now we’'ll have a good
seasonal!

VICE CHAIRMAN SOLOMON. My hypothetical question is: If you
would apply to the NOW accounts the same seasonal correction that you
applied to the savings, would you have had less of a bulge in January?

MR. AXILROD. 1I°'d have to look up the answer to that. We’ll
check that out. I don’t know, but I doubt it.

CHAIRMAN VOLCKER. Mr. Winn.

MR. WINN. This is purely a technical change. but a couple of
banks with the largest increases in NOWs closed out their ATS
accounts, so it was just a transfer. And that would still--

CHAIRMAN VOLCKER. Yes, but that would have been in the same
total.

MR. WINN. [The total would] still be the same, but just for
the NOW account category--

MR. AXILROD. Yes, it’s an OCD.

MR. BLACK. Well, the [reserve] requirements were not yet
phased in.

CHAIRMAN VOLCKER. Are there any other comments on this or
any other insights, which seem to add up to not very much? Did you
want to comment?
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MR. BOYKIN. I was just going to say., but I really can’t add
anything, that we tested the corporate balance sheet question and the
representations were that there was nothing unusual, just the
traditional [window-dressing]. The only thing I did find, which I
don’'t think has any bearing at all, was a relatively small bank that
had a very large upswing. Inquiring about it, we were told it was
simply the liquidation of a very sizable estate: temporarily several
million dollars were put in, but the funds were being distributed.

VICE CHAIRMAN SOLOMON. Well, the only thing I'd like to add,
since it has been mentioned and I think it’'s significant, is that the
bulk of Christmas sales came much later this year than in previous
years. And the bad weather in January also caused extremely weak
sales. Credit card companies with whom we checked emphasized that the
sales were very weak. That tends to give some logical common sense
support to the view of various bankers that these are temporary
increases. Add to that the precautionary reasons that call for
somewhat larger balances. I don’t have any hard proof, but my feeling
is that a substantial part of this increase will be washed out over a
period of time. I do not believe that we could begin to attribute
such a sharp increase to economic reasons--advance indicators of a
very strong economic recovery. There may be many factors involved;
there probably are to get such a sharp increase. But I think it’s
hard to conclude that a substantial part is not temporary.

CHAIRMAN VOLCKER. Mr. Black.

MR. BLACK. Mr. Chairman, before we leave this, I wonder if I
could ask Steve if he could give us any further explanation on the
projection for the week of February 3rd, which shows a further rise.
New York shows a decline from the previous week on M1l and you show a
pretty significant increase there.

CHAIRMAN VOLCKER. Neither of them knows anything!
MR. AXILROD. That's right: that’s pure projection.

MR. BLACK. Well, if that’s his answer, then that leads me to
my final point. No matter how much we rationalize, I don't think we
can explain all this away. And if we can’t explain it away. we had
better assume that there’s some reality to it and act accordingly.

CHAIRMAN VOLCKER. Well, there’s a certain reality in that
some of it seems to have gone up quite rapidly. whatever seasonal
adjustment factor one uses. But what is causing this is interesting,
not just because of the short-run significance. If we knew the
answer, it would tell us something about whether money is too tight or
not. We have a system where the money supply balloons every time
interest rates go [down] to 11 or 12 percent in the short run and the
economy goes into the tank; when interest rates are 11 and 12 percent,
we have problems at some point and it says the money supply is too
low. I don’'t know how or when we will arrive at that conclusion, and
I'm not arriving at it now, but I think that’s what we are discussing
here under the cover of what causes a blip--or more than a blip--in
the short run. Does the economy want more money than we are allowing
in order to grow in line, let’s say, with the projections that Mr.
Kichline presented? You are saying, okay, the economy will make that
projecticn anyway even with the interest rates that we have. Now,
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that remains to be seen, but it all bears on where the targets should
be. And I don’t think we have much evidence to reach any sweeping
conclusions on that point at this time.

The worst kind of result would be if people had a bigger
liquidity preference in some sense, particularly in NOW accounts, than
we assume and interest rates were to go [down] to 10 percent [and
those accounts] began ballooning. What would they do if rates went to
8 percent even if the economy were shooting way down? And, of course,
we would have this problem with NOW account interest rates at 5-1/2
percent. If you dream of that day when interest rates get down to
5-1/2 percent, the money supply is going to balloon. There is no
question about it the way we now define [the money supply] with that
[NOW account] component in there. Now, when we reach that point--and
I would have thought we were nowhere near it with market interest
rates at 10, 11, 12 percent, but surely that would happen some day if
interest rates got low enough--are we going to say there’s an enormous
increase in NOW accounts because we are now under the NOW account
ceiling and that’'s an excuse for tightening up money with an
unemployment rate of 32 percent, just to exaggerate a bit? We’d have
a problem, right? I don’t think we’re there and I don’'t mean to
suggest that. But what is behind these forces is an interesting area
about which we do not know enough. I'm struck by the lack of the
explanation that I would have thought would be the most common one:
That a lot of money is being parked temporarily not because interest
rates are necessarily so low, but just because of uncertainty about
interest rates and the fear--or not necessarily the fear on the part
of the depositors but the hope--that rates will go up again and people
could make a better deal on a money market certificate or something a
month or two from now than they could in December or January. I hear
a little anecdotal evidence myself on that point, but I won’'t--

VICE CHAIRMAN SOLOMON. That’'s all part of the temporary

thing.

CHAIRMAN VOLCKER. Well, with that much background and
elucidation or lack thereof, [we will proceed]. We had a discussion
of long-range targets at the last meeting. I guess it’s appropriate

now to ask whether anybody has changed his or her mind or wants to
make further observations on that point.

MR. BALLES. Well, Mr. Chairman, I have had a few second
thoughts since both our July '81 meeting and also our preliminary
discussion of this in December. And at the risk of being a
troublemaker, I do feel fairly strongly that we ought to bite the
bullet on the inconsistencies among the M1, M2, and M3 ranges,
specifically by increasing the M2 range by a full percentage point
over what it was last year and the M3 range by a point and a half.
I've set forth in a brief memo the rationale and the advantages that
would have, along with upping a bit the lower end of the M1l range.
With your permission, I would like to have it distributed so that
people could see what it's all about and see what the ranges look
like. But that is the bottom line.

CHAIRMAN VOLCKER. You don’'t want to do anything about M1?

MR. BALLES. Yes, I’'m suggesting, for reasons set forth in
this very brief memo, that we ought to increase the lower end of the
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[tentative M1] range to 3 percent instead of 2-1/2 percent, keeping
the upper end at 5-1/2 percent. Very briefly, the reason is that, as
I looked back to last July, we hadn’t known about the weakness now
emerging in the economy. We had expected--I think more than we do
now- -the prospect of a further downward shift in the demand for money,
and that downward shift seems to have slowed pretty considerably.
Whether it will resume and go on in 1982 remains to be seen. But
given the fact that we now are in a fairly serious recession that we
hadn’t really anticipated in July. and given the fact that the demand
for money is no longer shifting downward as much--and maybe not at
all--as compared to last summer, and given the fact that a 2-1/2
percent lower band would seem pretty Draconian right in the middle of
a recession in terms of public announcement effects, I believe we
would be better advised to use a 3 to 5-1/2 percent range. That would
have the virtue of being uniform across the board; the upper end, the
lower end, and the midpoint [of the Ml range] would all be 1/2 point
lower than our 1981 range. And this would continue some credibility
in our longer-run anti-inflation approach of gradually cranking down
the growth ranges every year. If we were to hit the midpoint of the 3
to 5-1/2 percent range that I'm proposing, which is only a
presumption, the growth would be 4-1/4 percent. And 4-1/4 percent is
a pretty healthy decline from the actual observed M1-B growth of 5
percent last year. So, although I supported the tentative decision
last July for the 2-1/2 to 5-1/2 percent range, I’'ve changed my mind
for reasons I've just set forth on M1l.

On M2, it gets a little more complicated. The composition of
the M2 and M3 aggregates, in terms of the portion that is sensitive to
interest rates, has really changed dramatically, as we all know. My
staff calculates that as recently as the end of 1978 assets yielding
money market rates of interest comprised only 8 percent of M2 and that
that’'s up to 45 percent now. The interest-sensitive portion of M3 at
the end of 1978 was calculated at 21 percent and it’s now up to 54
percent. We knew this last year, but we didn’t really do anything
about it. We decided for reasons the Committee felt satisfied with--
and I didn’t object because I thought it was a good idea--to keep
those ranges down more or less for public reaction purposes. We
didn’'t want to be in the posture of raising the M2 and M3 ranges. But
as we all know, the actual [growth] last year, certainly not to 