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Attended morning session only.
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Chairman Burns said he wished to advise the Reserve Bank
Presidents that yesterday the Board had acted unanimously to dis-
approve a proposal by a Reserve Bank for a reduction in the discount
rate from 7-1/2 to 7-1/4 per cent. While individual members of the
Board may have placed varying degrees of emphasis on particular con-
siderations in their own thinking, a number of factors were taken
into account in the decision, One was a judgment that the slow-
down in economic activity was not by any means due entirely to a
deficiency in aggregate demand; on the contrary, shortages of fuel
and other materials had played and were continuing to play a signif-
icant role in the slowdown. Another was that, while short-term
interest rates had declined rather sharply over the past month, the
discount rate was still well below the Federal funds rate and thus
remained a subsidy rate. A third consideration which had some
influence was that the monetary aggregates apparently were rising
at rapid rates in the current month. And finally, all members of
the Board agreed that this was not the time to issue a dramatic
signal of an easing in monetary policy; they thought that whatever
easing they would like to see should take a less dramatic and obvious
form.

The Chairman then invited Mr. Daane to comment on the

February Basle meeting which the latter had attended.
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Mr. Daane observed that during the afternoon session of
the meeting, the central bank governors present reported on develop-
ments in their individual countries. A great deal of concern was
expressed about the rapid rates of increase in wages and prices,
reflecting both the energy situation and other factors, and the
discussion was not very cheerful. President Zijlstra's conclusion
was that a reduction in inflation rates to 10 per cent would have
to be considered a good cutcome.

During the dinner session, Mr. Daane continued, the
governors returned to the question of the financial consequences
of the energy crisis, with particular reference to pessible reper-
cussions on the Euro-currency market, President Zijlstra raised
such questions as whether the Euro-banks could actually absorb the
volume of funds expected to flow into the Euro-currency market,
and what effects such flows would have on the liquidity and solvency
of the market. He also asked whether the BIS could play a useful
role; while he did not spell out his meaning in detail, he indicated
that he was thinking of a role for the BIS both as a conduit and as
a lender of last resort., The discussion was rather diffuse and no
specific conclusions were reached. There was a general feeling,
however, that the sheer magnitude of the anticipated flows would

exacerbate a long-standing problem in the Euro-currency market
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resulting from the fact that liabilities were of short term and
assets were of intermediate or longer term.

Mr. Daane noted that in the latter part of the discussion
he asked about the expectations of individual countries with
respect to appropriate holdings of reserves and levels of exchange
rates. There was no real response to his question, The Washington
Energy Conference had begun on the day of the Basle meeting, and
since the Finance Ministers would be discussing the financial
implications of the energy problem at that Conference, the governors
seemed to feel that no useful purpose would be served by pursuing
questions of appropriate reserve levels and exchange rates at Basle.

Mr. Daane added that President 2ijlstra had asked the
standing committee on the Eurco~-currency market to meet at the time
of the next Basle meeting or earlier for the purpose of comsidering
prospective developments in the Euro-currency market as related to the
financial flows arising from the oil crisis,

Chairman Burns then said he would comment briefly on the
Energy Conference that had bean held in Washington last week. The
objective had been to arrive at a common policy among the industrial
countries, and perhaps among oil-consuming countries in general, for
dealing with the energy problem. A decision was reached at the

Conference to set up working groups with the following assignments:
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to seek agreement among the industrial countries, and perhaps
others, on conservation measures in the use of energy; to seek
agreement on cooperative research and development efforts; to
develop a formula for sharing energy supplies in times of
emergency and severe shortages; to consider financial mechanisms
for adjusting to the oil problem; to draw up guidelines for any
bilateral conversations that might take place between oil-con-
suming and oil-producing countries; and to develop proposals
that could be made to the oil«producing countries in a joint
conference. 1In effect, the Conference adopted the U.5. pro-
posal virtually as it was presented. Three days were required
to reach that conclusion because one coumtry=--France--could not
aceept the U.S. proposal,

In concluding, Chairman Burns noted that copies of
documents relating to the meeting would be distributed to
members of the Committee.

The Chairman then called for the staff report on inter-
national developments.

Mr. Bryant szid that in the interest of saving time this
morning he would not read the statement he had prepared, but would
instead submit it for inclusion in the record and make only & few

1/

points orally.=' First, there were good reasons for apprehemsion

1/ The text of Mr. Bryant's statement is appended to this
memorandum as Attachment A,
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about the world payments situation. Further study during the
past month had not resulted in a reduction of the earlier estimates
of the impact of the o0il price increase, Very difficult problems
were going o be encountered in financing the enlarged flows of
payments for oil, The impact would be particularly heavy on some
of the less developed countries, whose situation could accurately
be described as desperate. It also would be quite heavy on a few
industrial countries, notably Italy and the United Kingdom. The
chances were good, for example, that strong pressures would develop
on exchange rates for the lira and sterling during coming moaths.
Secondly, Mr, Bryant continued, there were also grounds for
apprehension about the way in which the world economic situation was
developing. On the one hand, the risk of a generalized downturn in
real economic activity in the industrial countries seemed to be at
least as great now as it had seemed 2 months ago, when he had
commented on it at the December meeting of the Committee. On the
other hand, the prospects for inflation had also worsened greatly
over that interval. Judgments about the likelihood of a general
downturn in real activity necessarily had to be based partly on
prospective analysis; conclusive evidence on that score was not
provided by statistics already im hand, In particular, the bulk of

one of the effects that analysts were most concerned about--the
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deflationary impact on demand of the o0il price increases--would
net yet be evident in the gvailable statistics,

His third point, Mr. Bryant observed, was that the countries
with weak balance of payments positjions-~agaln, notably Italy and
the United Kingdom among the industrialized nations--would not be
in a position to take the lead in stimulating domestic demand,
should such action be called for. Thus, he was led to his fourth,
and concluding, point: should evidence accumulate that a generalized
downturn in economic activity was under way, it would be highly impor-
tant for countries in stronger payments positions to take the lead
in adopting stimulative measures. He had particularly in mind the
United States and Germany, two major countries om which the adverse
balance of payments consequences of the oil situation apparently
would fall less heavily than they did on others. It needed empha-
sizing that the outlook for economic activity and for the balance
of payments were highly inter-dependent. While Italy or the United
Kingdom could pursue internal policies designed to direct resources
toward thelr export industries, the extent to which their exports
actually expanded would depend critically on the evolution of demand
in the economies of their trading partners.

Mr. Coldwell asked Mr, Brvant to ampiify his comment regarding
the need for countries like the United States and Germany to take the

lead in adopting stimulative measures.
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In reply, Mr., Bryant observed that domestic needs should,
of course, be the primary determinant of domestic stabilization
policies. If it appeared, however, that there was a significant
danger of a general downturn--and the U.S. economy at the moment
appeared to be a bit further along in the cycle than Europe--it
would become quite important for the evolution of the world
economy that the United States promptly take such stimulative
measures as were appropriate. If it did not, the rest of the
world would be in an even more difficult situation than was already
foreseen.

Mr. Brimmer asked what implications Mr. Bryant's analysis
had for appropriate levels of exchange rates.

In reply, Mr. Bryant said he felt even more strongly than
he had earlier that prospects for reaching international agreement
this vear on a new set of par values were extremely poor. As for
the movement of exchange rates in the market, on balance he thought
there was a likelihood of upward pressures om the dollar as funds
began to flow back from the oil-exporting countries to the Euro-
dollar market and on into naticnal capital markets, The extent to
which the dollar should be permitted to appreciate as a consequence
of such net flows to the United States was a difficult matter that

would need to be determined in consultation with other major countries.
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Mr. Daane observed that at the WP-3 meeting in Paris last
week, which both he and Mr. Bryant had attended, the OECD Secretariat
had taken a position similar to Mr. Bryant's about the need for
the countries in stronger payments positions to take the lead in
preventing world-wide deterioration of economic activity. Among
other things, as pointed up by the OECD Secretariat, that would
suggest the desirability of an appreciation of the dollar. However,
he (Mr. Daane) had been puzzled by one aspect of the Secretariat’s
position, relating to the timing of the anticipated dowmturn; in
contrast to widespread expectations in the United States that
activity would be slow in the first half of 1974 but would turn up
in the second half, the Secretariat expected a world-wide downturn
to occur in the second half.

Also, Mr. Daane remarked, some participants in the WP-3
meeting--notably the Germans--were strongly of the view that the
greatest danger was not of economic downturn but of uncontrolled
world-wide inflation. The debate revolved around the question of
whether the o0il price increase should be considered analogous to
an indirect tax--a form of forced saving. Mr. Bryant appeared to
be more inclined to the OECD view--in his (Mr. Daane's) judgment,
with considerable justification--~but the inflationary danger could

not be dismissed,
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Mr, Bryant said he was, indeed, more worried thanm the German
representatives at the WP-3 meeting had appeared to be about the
risk of a general economic deownturn. However, he did not have a
firm position in the controversy beitween the OECD Secretariat and
the Germans, because the evidence was not yet conclusive. His
position was a conditional one--that if strong evidence of a down-
turn began to accumulaite, it would be quite important for the United
States to act as soon as possible, within the constraints imposed
by the need to give priority to domestic considerations. The dif-
ference of view Mr. Daane had mentioned with respect to the likely
timing of the expected downturn was quite important, The OECD
Secretariat thought that the contractionary effect of the oil
price increase would reach a peak in the second half of the year.
Accordingly, the Secretariat disagreed strongly with the national
forecasts in most countries, including the United States, that
economic gctivity would be recovering then.

Chairman Burns remarked that the Finance Ministers of leading
countries with whom he had talked at the Energy Conference had
placed more stress on the objective of maintaining aggregate demand
than on that of fighting inflation. In effect, they were taking a

Keynesian view of the matter and would probably act accordingly.
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Before this meeting thaere had been distributed to the
members of the Committee a report from the Special Manager of the
System Open Market Account on foreign exchange market cenditions
and on Open Market Account and Treasury operations in foreign
currencies for the period from January 22 through February 13, 1974,
and a supplemental report covering the period February 14 through 19,
1974. Copies of these reports have been placed in the files of the
Committee.

In supplementation of the written reports, Mr. Coombs made
the following statement:

At the time of the Committee's last meeting
the dollar was continuing to strengthen pretty much
across the beard. Since January 29, however, this
trend has been abruptly reversed by three major devel-
opments: first, the removal of our capital export
controls; second, a similar sweeping removal of foreign
restraints on capital inflows; and third, a decline in
U.S. interest rates while European rates have held firm
ot even risen., WNearly every day since then, the dollar
has continued to lose ground against the European cur-
rencies and is currently being quoted around 7 per cent
below its January peak. This is a rather sizable
decline. Meanwhile, the London gold price has moved
up to a new high of $150 and is probably both reflect-
ing and aggravating the dollar's decline. 1In general,
the market seems to have made a2 major revision in its
judgment of the relative effects of the energy crisis
on the United States and other countries.

So far, the exchange markets have remained rea-
sonably orderly, with most of the declines in dollar
quotations seeming to reflect precautionary markdowns
rather than a yielding under prassure to sudden flows
of funds. We have not intervened during this period,
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while foreign central bapnk intervention has been
negligible, except by the Bank of Ttaly. Next month,
however, not only the exchange markets but alsc the
Euro-dollar markets will begin to feel the first
impact of massive transfers to the oil-producing
countries., At the moment, a number of the Furopean
central banks as well as many market participants

are still inclined to think that the oil-producing
countries will at least initially place the bulk of
their receipts at short term in the Euro-dollar
market, with considerable reliance on Swiss baunks

as intermediaries. But as the dollar has weakened

in recent weeks, there is renewed talk of the likeli-
hood of special deals between the oil producers and
Switzerland, Germany, and perhaps other countries,
which will enable the producers to receive payment in
Swiss francs and other strong currencies for invest-
ment at reasonable rates of interest. This bypassing
of the dollar could turm into a vicious circle, of
course, if the dollar continues to slip.

A second major uncertainty relates to the effect
on the Euro-dollar market of such sudden heavy place=-
ments of oil revenues. The recycling of Arab money
to oil-consuming countries will be easy enough where
good credit risks are involved, but there are clearly
a lot of countries that would encounter difficulties
even now in borrowing in the Buro~dollar market.
Others, such as Italy and the United Kingdom, which
have already borrowed sizable amounts, may well find
as time goes on that Euro-dollar lenders will tend to
back away from new British and Italian credit demands,
In effect, the Euro-dollar market could find itself
suddenly swamped--within just a few months--with heavy
inflows of short-term funds without a corresponding
growth of safe investment outlets also at reasonably
short term. From time to time, therefore, we might
find sudden heavy overflows of funds out of the Euro-
dollar market either to New York, Japan, or the con~
tinental markets in response to interest rate differ-
entials, Finally, we have the impression that New York
commercial and investment bankers are now aggressively
seeking out lending opportunities abroad. If such
lending develops in big volume, the balance of payments
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scales could be easily tipped against us with a
consequent further depreciation of the dollar. At

the moment, I don’t think it is possible to forecast
whether these prospective flows of capital will be

to our advantage or disadvantage but we may get a
clearer view within a month or so. Omne thing is

clear right now--international capital flows will be
abnormally sensitive to whatever interest rate differ-
entials may develop.

Meanwhile, the prospectively massive transfers
of funds from U.S. cil companies to the oil-producing
countries create an urgent need for both Mr. Holmes
and myself to have some advance notice of the Ciming
and scale of such payments. Quite aside from the
sudden impact on the exchange market of such trans-
fers, we could also see in a matter of a few days'
time several billion dollars suddenly shifted from
our short-term markets into the Euro~dollar market--
and then, perhaps to other markets. Accordingly, 1
think that it would be useful to approach the trea-
surers of the major U.5. o0il companies to see if they
cannot give us on an informal and confidential basis
timely information on their scheduled payments to the
oil-producing countries. In this connection, I might
note that one of the major oil companies, which has
been supplying the foreign trading desk for some years
past with advance information on major exchange trans-
actions, has already volunteered to give us information
on payments to the oil-producing countries in a regular,
comprehensive, and timely way, and I would hope that
the other o0il companies would alsc be cooperative.

Mr. Mitchell expressed the view that the o0il companies had
information in addition to their scheduled payments which would be
useful to the Account Manager.

Mr. Coombs agreed, but added that the receipt of informa-
tion on payments would be an important start. If personnel from

the New York Bank--perhaps one member of his staff and one of
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Mr. Holmes' staff--were to visit the treasurers of the major oil
companies and explain the System’'s needs, it should be possible
to arrange an informal telephone reporting system rather quickly,
It would be necessary, of course, to provide the oil companies
with assurances that the data they provided would be helé in
confidence.

Mr. Brimmer referred to Mr. Coombs' comment that New York
bankers were aggressively seeking lending opportunities abroad,
and asked whether they were also soliciting deposits, particularly
of 0il money.

Mr., Coombs replied that he had not heard reports of such
solicitations. The emphasis appeared to be on arranging standby
credits, in some cases of great size. For example, one European
central bank had been approached by a New York commercial bank
with an offer to put together a $1 billion line of credit--z sum
considerably in excess of that central bank's swap arrangement
with the Federal Reserve.

Chairman Burns asked whether Mr, Coombs found such credit
solicitations disturbing for reasons connected with the foreign
exchange markets, with the quality of the prospective credits,

or both.
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Mr, Coombs replied that his primary concern was with the
possible consequences for the foreign exchange markets. Questions
of credit quality were relevant in that comnection, but he had not
meant to pass judgment on the U.S. bankerg' credit appraisals.

Mr. Holland referred to the discussion at the January FOMC
meeting of the prospects for repaying the System's outstanding swap
debts and asked about the current status of that matter.

Mr. Coombs replied that there had been little change in
the situation over the past month. The System had stopped making
repayments on its Belgian swap debt at the end of October at the
request of U.5. Treasury officials, who hoped through negotiation
to get the Belgians to agree to honor the revaluation clause that
had been In the swap contract at the time the drawings in question
had been made, before closure of the gold window in August 1971.

The National Bank of Belgium argued that the revaluation clause did

not apply, on the grounds that the shift from a fixed parity for

their currency to a central rate under the Smithsonian agreement

did not constitute a revaluation. The most recent development was

the transmittal to the Belgian Finance Minister of a Treasury memo-
randum on the matter. If the Belgians were to agree to the Treasury
view, the United States would save roughly $8 million; but during the
period of nearly 4 months that the question had been under negotiation,

the System had incurred about $6 million in additiomal interest charges.
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Mr. Coombs added that the Treasury's position had caused the
System to miss an excellent opportunity to purchase Belgian francs in
the market in December and January, when they had been available at an
8 per cent discount. Since the previous meeting it had purchased $20.4
million of francs, including $13.5 million from the Treasury, in antici-
pation of future debt repayments. Most recently, when the franc rose
to the top of the narrowed "snake," the Belgian authorities had asked
the System to discontinue its market purchases, to aveid adding to the
upward pressures on their currency. If the franc should weaken again,
however, the Belgians would neo doubt welcome System purchases. If the
franc were to depreciate to, say, 3 per cent below the central rate, he
thought it would be desirable to press the Treasury to withdraw its
objection to the System's buying the amounts necessary to clear up its
outstanding debt in that currency.

Mr. Holland expressed the view that the System should
leave no stone unturned in the effort to reach an understanding
that would enable it to repay its Belgian franc debt when the
rate for that currency weakened. He then asked about the situa-
tion with respect to the outstanding debt in Swiss francs.

In reply, Mr. Coombs noted that the Swiss franc was now
well above its computed central rate. The Treasury had sent the
Swiss a memorandum stating the current Treasury position that the

Swiss should bear the full cost of any excess over the computed
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central rate the System had to pay in acquiring francs to apply to
the debt. 1In his judgment, there was virtually no chance that the
Swiss authorities would accept the Treasury's view.

Mr, Holland asked whether there was anything the Committee
could do to expedite repayments of the debts in question.

Mr. Coombs replied that it would be worthwhile to point
out to the Treasury that the delay in repayments thus far had
proved quite costly, and to stress the importance of clearing up
the debts at the earliest possible date. He was particularly con-
cerned about the risk of further delays because of the posgsibility
that the System would soon find itself in the position of a creditor
on some of its swap lines.

Mr. Eastburn referred to Mr. Coombs’™ comment about the
sensitivity of capital flows to interest rate differentials, and
asked whether Mr. Coombs thought the Committee should attempt, as
a policy matter, to influence those differentials.

Mr. Coombs replied in the negative. He had meant simply
to suggest that the members remain alert to the possible emergence
of interest rate relatiomships that could lead to serious diffi-
culties for the doliar.

By unanimous vote, the System
open market transactions in foreign
currencies during the period January 22,

1974, through February 19, 1974, were
approved, ratified, and confirmed.
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Mr. Coombs then noted that at the February Basle meeting
he had had inquiries from representatives of both the Bank of
England and the Bank of France regarding the status of the revalua-
tion clause in the System's swap line with the Bank of Italy. He
had replied that the clause had been deleted in that specifie case,
but that the Open Market Committee had not yet reached a conclusion
regarding the gemeral applicability of such a change. In fairness
to the Bank of England and other central banks that might suddenly
be forced to look to the System for help, he was inclined to think
that the System should clarify the terms on which its swap partners
could draw on the lines by genmeralizing the policy followed in the
italian case--i.e., providing that the foreign borrower would assume
the entire risk of exchange rate movements. In his judgment, the
System had no other good alternative, since it would not be reason-
able to give other central banks more favorable treatment than had
been given to the Bank of Italy.

Mr. Mitchell asked whether there was any ambiguity in the
understanding with the Bank of Italy.

Mr. Coombs replied that in his judgment there was not; it
was specified in telexes exchanged with the Bank of Italy at the
time the Italian swap line was enlarged that the revaluation clause

was deleted from the swap contract. The presumption was that the



2/20/74 -20-

Bank of Italy, rather than the Federal Reserve, would be the
borrower, and in the absence of a revaluation clause the horrower
would bear the full exchange risk.

In response to a question by the Chairman, Mr. Bryant said
he agreed that there was no ambiguity with respect to borrowings
by the Bank of Italy. There might, however, be some residual
ambjiguity in comnection with any drawings the System might want
to make, since the provision for a 50-350 sharing of profits and
losses on Federal Reserve drawings was still included in 3 number
of the swap lines.

Mr. Hayes commented that it would seem to be a fair
assumption that the understanding reached with the Bank of Italy
would apply reciprocally, so that the System would assume the full
exchange risk on any drawings it might make.

Mr. Coombs said he did not think that bridge had been
crossed as yet.

Chairman Burns agreed with Mr, Coombs' comment.

Mr, Holland asked whether Mr. Coombs was proposing that
the System take the initiative in advising its swap partmners that
they would be expected to assume the exchange risk on any drawings

they might make.
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Mr, Coombs replied in the negative., His proposal related
simply to the response that should be given te any swap partner
raising the question.

Chairman Burns agreed that the System should not take the
initiative in the matter, since that could be interprated as an
invitation to the other parties to draw on the swap lines~-an
invitation that should not be extended,

The Chairman then asked whether there was any objection
to the type of response Mr, Coombs had suggested be made to inquiriles
about the terms on which other parties could draw, and no objections
were raised.

Mr. Holland suggested that it would be helpful to have a
staff memorandum on the question of the position the System should
take regarding exchange risks in the event it should desire to draw
on the swap lines in the future.

Mr. Coombs agreed that such a memorandum should be prepared
soon. Indeed, the gquestion was related tc his next recommendation,
concerning the swap line with the National Bank of Belgium. As
the members might recall, when the System renewed its swap lines
last December, all of the renewals except that of the Belgian line
were for a full year. The Belgians were agreeable to an extension

for only 3 months-~perhaps because they had anticipated the questiom
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just raised sbout System drawings and had sought to arrange matters
so that that question would be considered at an early date. The
Belgian swap line, like those with the central banks of Germany and
the Netherlands, still contained the provision introduced lagt July
for a 50-530 sharing of profits and losses on System drawings. It was
possible that the Belgians would agree, when the line reached the end
of its term in late March, to retain the 50-50 provision. It was more
likely, however, that they would suggest reverting to the proviso that
had been in the swap contract before July--to the effect that, if
either party desired to make a drawing, the two parties would dis-
cuss the terms and conditions of a revaluation clause, if any., I£
that should be the Belgian preference, he would suggest that the
System agree to it. Such a proviso had been included in a number
of System swap contracts for some time, and it had been restored
to the contract with the Bank of France last December.

After discussion, the Chairman asked whether there was any
objection to Mr. Coombs' suggestion, and none was raised.

Mr. Coombs noted that the swap line with the National Bank
of Belgium matured on March 29, 1974. He was not sure whether the
Belgians would prefer to renew the line for a full year or for some
shorter period, and would recommend that the Committee authorize

renewal for a period of up to one year.
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By unanimous wveote, renewal of
the swap arrangement with the Natiomal
Bank of Belgium for a further period
of up to one year was approved.

Chairman Burns then called for the staff report on the
domestic economic and financial situation, supplementing the
written reports that had been distributed prior to the meeting.
Copies of the written veports have been placed in the files of
the Committee.

Mr. Partee made the following statement:

The most recent economic data leave little room
for doubt that the pace of activity in the United
States, if not elsewhere, is now moving in a down-
ward direction. Thus, the index of industrial
production declined again in January, and by more
than in December. BRetail trade showed some rebound
from the depressed December volume but remained
quite weak in real terms. And nonfarm employment
last month dropped substantially; the reduction was
widely distributed by lines of activity, and there
was also a sharp break in the average length of
the workwesk.

Much of the decline to date has been related to
reductions in demand stemming from the fuel shortage.
The sharp cutbacks in automobile production and elec-
tric power output over the past 2 months account for
most of the drop in industrial production, and the
reduction in consumer mobility--including tourist
travel--probably is responsible for the unusual weak-
ening of employment in retail trade and service estab-
lishments. But other sectors of the economy have
been soft teoo, including homebuilding, where housing
starts increased very little in Januvary from the
depressed December rate, and commercial construction,
where new contract awards dropped off sharply towards
vear end. Also, there is a question as to how long



2/20/74 2y

business will continue to accumulate inventories at
the recent pace, if final demands continue slack.

As a result of the sharper-than-anticipated out-
put curtajilments, the staff has reduced its GNP pro-
jection, as presented in the green book.l/ Real GNP
in the first quarter is now expected to declime by
about 3 per cent, at an annual rate, with a further
small decline the most 1likely prospect for the second
quarter. Thereafter, real GNP is expected to begin
a moderate recovery, paced by rising output and sales
of small cars and an upturn in residential construction,
and with continued expansion in business fixed invest-
ment a sustaining factor. The new Federal budget
numbers, as interpreted by the staff, do not change
this economic projection appreciably, though there
could well be a move to provide somewhat more stimulus
from this source if, as we are projecting, unemploy-
ment rises to exceed 6 per cent before the end of the
year,

The staff projection for the real economy is a
little weaker than most of those that have been pub-
licized, both as to the extent of the first-half
decline and the speed of recovery expected in the
second half of this year. This, I think, is due
mainly to the marked slowing in inventory accumulation
that we expect as the year progresses, and to the rela-
tively sluggish recovery anticipated in housing. Also,
we continue to assume that the embargo on imports of
Arab oil will continue throughout the year. TIf the
embargo is relaxed or ended shortly, the resulting
improvement in attitudes could provide some additional
stimulus to spending, although the extent to which
0il supply actually improved would depend on the pro-
duction schedules of the exporting countries,

Aside from the restrictive assumption that the
o0il embargo will persist, however, I am inclined to
view our current economic projection as having more
risk exposure to being too high, rather than too low.
Even though the problems to date center on the uncer-
tain availability and rising price of o0il, the effect

1/ The report, "Current Economic and Financial Conditioms," prepared
for the Committee by the Board's staff.
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is to destroy jobs and to divert income from consumers,
where the propensity to spend is high, to oil exporters
and oil companies, where the incremental propensity to
spend is probably quite low. Thus, income is being
diverted from the active spending stream, and this could
lead to a more generalized weakening in demands and a
process of cumulating erosion in attitudes and spending
plans.

There are at least three areas in which the weakness
in demand could be greater than we suspect., First,
inventory investment could fall away even more than we
are projecting., The recent rate af accumulation has
been very substantial, and there could well be further
acceleration in some lines now that final demands are
tending to decline. T am well aware that the lists of
materials and supplies tha? are critically short--as
reported in the red book,l and by the purchasing
agents, and elsewhere--are still quite long, but they
could evaporate quickly if there is a significant
decline in world-wide output by the consuming indus-
tries, and particularly so if industrial commodity
prices begin to show a convincing decline.

Second, our projections of an upturn in housing
starts by about the middle of this year could turn out
to be too optimisitc. Consumer sentiment is very
unfavorable, and real incomes are still on the decline.
There is great uncertainty about the price and avail-
ability of gasoline and of heating oil, and the price
of new housing is high and still rising. Meanwhile,
builder sales have been poor and their inventories of
unsold houses have risen to record levels. The avail-
ability of mortgage credit is improving, and lending
terms--perhaps more than rates--are likely to be
liberalized in the months ahead. This has always pro-
duced a rise in housing volume in the past, but uncer-
tainties on the part of both builders and buyers could
delay and dampen the response in the current environment.

Third, we are projecting a considerable further
rise in exports of goods and services this year, amount-
ing to an increase of 11 per cent from the fourth

1/ The report, "Current Economic Comment by District,' prepared
for the Committee by the staff,
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quarter of 1973 to the fourth quarter of 1974. Much
of this expansion in dollar volume represents infla-
tion, of course, and agricultural exports continue to
account for a sizable share of the total. Neverthe-
less, with dollar exchange in great demand in order

to pay for oil imports and with virtually all of the
importing countries expected to incur sizable current-
account deficits, I wonder whether there might not be
a downturn this yvear in foreign demands for U.S. goecds.
The odds that this might happen would seem all the
greater if there is a significant weakening in world-
wide economic activity as the year progresses.

These worries may simply represent the misgivings
of a professional forecaster in uncertain times. At
present, there is little tangible evidence that a
weaker economy than we are projecting is likely to
develop. We will be watching carefully for such signs,
but meanwhile one cannot escape the clear and present
evidence of continuing intense inflationary pressure.
Commodity prices are still rising rapidly, and the
price indexes are escalating at a record pace. Unit
labor costs also are advancing strongly, and there
is little respite in prospect, with wage rates con-
tinuing to show sizable gains and productivity growth
projected to continue sluggish. The recent labor con-
tract in aluminum calls for a relatively modest increase
in straight wages, but it provides for full cost of
living protection for workers and partial protection
in the future for those on pension. If this is a pace-
setting contract, which seems likely, it underscores
the importance of reducing the rate of inflation, not
only as an end in itself but also as a means of moderat-
ing future increases in wage rates.

Mr., Eastburn referred to Mr. Partee's observation that the
staff projection was more likely to overstate than understate the
rate of real growth in 1974. He asked whether the opposite was

the case with respect to the projected rate of inflation.
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Mr, Partee replied that he would feel less confident about
such a statement than about the one he had made regarding real out-
put. The rise in the price deflator projected for the second half
had been increased by several tenths of a percentage point to allow
for the termination of wage and price controls. Perhaps that was
not enough; but as he had noted at the previous meeting of the
Committee, the Board's econometric model suggested that the ending
of the controls program would not result in a substantial increase
in prices. There were some areas in which there was a potential
for sharp price increases; for example, if the oil embargo were
to be lifted before the end of the year, gasoline prices would
probably rise substantially further because a larger proportiom
of the total supply would be derived from foreign crude, which
was considerably more expensive than domestic oil, In addition,
given the current limited numbers of meat animals in feedlots,
prices of meats were mot likely to decline in the short rum and
might even rise. On the other hand, the rate of inflation could
be less than projected if, as he was inclined to expect, world
commodity prices were to move downward in the second half of 1974.
On balance, he did not have strong feelings as to whether the price

projections were more likely to be over- or under-statements.
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Mr. Black asked whether the staff would be inclined to
change the timing of the expected upturn in housing starts if the
assumed level of short-term interest rates were reduced by, say,
50 basis points.

Mr. Partee responded that he was not sure that a further de-
cline in shorxt-term rates of that magpnitude would have a significant
impact on housing activity, Such a development might put some
downward pressure om mortgage rates, by leading to somewhat larger
inflows to lending institutions. However, deposit inflows to
nonbank thrift institutions were now at comfortable levels, and
growth of consumer-type time deposits at commercial banks--which
had been the major supplier of mortgage funds in the fourth
quarter--were substantial. With the 3-month bill rate currently
at about 7 per cent, those inflows probably would be maintained.

In hig view, Mr. Partee continued, the real question con-
cerned the likely strength of the demand for housing. Inventories
of unsold new single-family homes at the end of 1973 were close to
record highs; at the low current level of sales, those inventories
represented a full year's supply. It was not clear that builders
would want to expand their operations, given the large stock of
unsold homes and the uncertainties sbout the demand for housing.
1t would be necessary to wait and see if housing demand picked up

in the spring as it usually did.
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Mr. Sheehan observed that usury ceilings had been a Llimiting
factor and wondered if housing activity might turn up when mortgage
rates dropped below those teilings.

Mr, Partee remarked that a decline in mortgage rates would
be helpful in those 10 states in which usury ceilings were currently
4 constraining factor.

Mr. Bucher noted that Mr. Partee's statement about comfort-
abie deposit inflows, while correct for savings and loar associatioms,
did mnot apply to mutual savings banks iIn New York City, according
to figures for January.

The Chairman observed that savers in large money centers,
such as New York, were quite sensitive to interest rate differentials.

Mr. Morris said that view was supported by the different
experience in January of savings banks in the Boston area, where
deposit performance was weak, and of such banks in outlying areas,
where it was strong.

Mr, Partee commented that rates on alternative investment
instruments had declined quite a bit since January, reducing the
attractiveness of such instruments to sophisticated investors. He
might alsc note that in recent years mutual savings banks had been
buying larger amounts of corporate bonds and had become relatively

less important as a source of funds to the mortgage market.
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Mr. Hayes remarked that outside New York and the metropolitan
areas of New England, inflows of mutual savings banks geemed to be
improving somewhat.

My, Black asked when the staff thought the trough in
automobile sales might be reached,

In reply, Mr. Partee observed that sales of domestic autos
had run at a seasonally adjusted amnual rate of around 7.5 milliom
units during the first 10 days of February; since the production
rate was about 7 million units, inventorles had begun to decline
somewhat. However, manufacturers had been offering special rebates
to dealers in an effort to stimulate sales of large cars, so that
part of the recent sales volume probably should not be considered
to reflect underlying demand. It was his feeling that the low in
sales of domestic cars--at a rate of about 7 million units--was not
too distant. A substantial inctease in the industry's capacity to
produce small cars was expected in connection with the introduction
of the 1975 models, and the staff was projecting an upturn in sales
in the second half of 1974 as a result of the greater availability
of small cars expected then.

Mr. Kimbrel noted that large tax refunds would be made in
the spring. He asked if the staff expected consumers to use those
refunds primarily to increase their expenditures or to add to their

savings.
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Mr. Partee said the staff expected the refunds to amount
to about $25 billion, an increase of 33 billion over 1973. 1In
his opinion consumers would put a larger-than-average proportion
of those funds into savings.

Mr. Coldwell remarked that conversations with retailers in
the Eleventh District indicated that they were quite satisfied with
their January sales, although sales in the early part of February
were somewhat below expectations. One large retailing chain
raportedly was expecting some decline in sales in real terms for
the year 1974, but in general, retailers! forecasts for coming
months did not appear to be pessimistic. While it was difficult
to predict consumer behavior in the present situation, it seemed
to him that, except in the event of a world=wide recession, the
major risk was still that of inflation. If he was interpreting
Mr. Partee correctly, however, the latter seemed to feel that a
demand~induced decline in activity now appeared more likely than
it had a month ago,

Mr. Partee agreed that Mr, Coldwell had interpreted his
remarks correctly. The situation was complex, but it appeared that
energy shortages had not accounted directly for sizable reductions
in output. Rather, the decline in activity that had occurred thus

far appeared to be mainly attributable to a-reduction in demand for
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goods and services, especlally those closely related to the use
of pasoline, as a consequence of higher prices and of shortages
perceived by the consumer. Several months ago Chairman Burns
had outlined a possible two-stage process, involving first a
reduction in expenditures on fuel and on products dependent on
the uge of fuel, aund then--as aggregate income fell--a rveduction
in demand for other goods and services., It seemed to him

(Mr, Partee) that there were Increaging signs that the sacond
stage was beglnning to develop. For example, personal income

had dropped in January, for the first time in several years.

The Chairman asked how large the drop in employment thus
far had been.

Mr, Partee replied that nonfarm empioyment had fallen by
about 50,000 in December and 260,000 in January, so that the total
decline over the 2-month periocd was a littie over 300,000.

The Chairman observed that he had seen one estimate that
energy~related layoffs amounted to about 300,000.

In response, Mr. Partee noted that data had been col-
lected on energy-releted unemployment insurance claims since late
November, and the cumulative total of such imltial claims through
February 2 suggested that there had been about 340,000 energy-

related layoffs over that period. Although the unemployment
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insurance claims statistics could not be related directly to
changes in total unemployment because of differences in concepts
and in the time periods covered, he agreed with the Chairman that
the energy shortage was a significant factor in the decline in
economic activity that had occurred thus far.

Mr. Mitchell noted that the staff projections assumed that
the oil embarge would not be lifted im 1974. In light of the
recent international energy conference and other diplomatic efforts,
he thought that assumption was becoming less realistic, He asked
whether a resumption of Arab oil flows by, say, mid-year would
change the economic outlook significantly.

Mr. Partee replied that the possibility of a resumption of
the flow of oil from the Arab countries offered the main basis
for thinking that the stafi's projection might be too low., It
seemed likely that the embargo would net be maintained throughout
the year; it might be ended by mid-year, or perhaps even within a
few weeks. But in addition to an end to the embargo, an increase in
production by the Arab States alsc would be required. Before the
start of the oil crisis, the United States had been counting on a
very large increase in Saudi Arabian production, whereas at present

Arab production was running a little below the pre-embargo rate.



2/20/74 ~-34-

Tt was not at all clear that the Arab countries would increase
output sharply when the embargo ended. Indeed, it might well be
in their long-run interest to hold production down while removing
the embargo on exports to the United States. Without the embargo,
the United States would be competing with Europe and Japan for the
available supply of Arab o0il, and the additional demand would help
maintain the current high price of that oil,

Chairman Burns observed that much of the oil problem in
the United States was attributable to an inefficient allocation
system. Under the present system the independent companies that
formerly imported o0il no longer had any incentive to do so, since
they could buy oil from the international companies at much lower
prices.

Mr. Hayes remarked that there was evidence of both strong
demand in the economy and widespread shortages of some materials,
which were restricting production. It appeared that some of the
shortages were the result of distortions caused by price controls.
Since it now appeared that most of the controls would be lifted
shortly, he suspected that such shortages would disappear ratherx
quickly, He wondered if that would not tend to bolster the rate

of growth of real GNP in 1974,
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Mr. Partee said it was difficult to determine how important
materials shortages had been in restraining the growth of ocutput; he
was not inclined to view them as & particularly critical factor at
present. He noted in that connection that businesses were now able
to build up their inventories. The book value of manufacturing
and trade inventories rose at an annual rate of $32 billiom in
December, with manufacturing inventories showing particular strength.
While the increase in inventories did reflect price rises to some
extent, its magnitude implied a substantial increase in physical
volume as well. Ancther possible indication of strength in inventory
accunulation was the high volume of business loans at commercial
banks in January,

With respect to Mr. Hayes' point about the relatiomship
between price controls and shortagas, Mr. Partee continued, it was
significant that in a recent meeting with the Board some business
economists who were knowledgeable about the petrochemical industry
observed that shortages had disappeared in that industry after the
termination of price controls. In industries where demand was
strong, the lifting of controls and the consequent alleviation of
shortages would lead to increases in output. However, in the present
context of weakening demands in many industries, inventories could
begin to appear excessive if the inventory build-up continued and

prices started to soften, and there might be a sharper break in

inventory accumulation in spring or early summer than was allowed



2/20/74 -36-

for in the staff projecrions. Such a partern had occurred in
the past; and while he did not think the probability was high,
it was a possibility.

Mr. Hayes then asked about staff expectations for agricul-
tural prices, which seemed to be rising sharply again.

Mr. Partee observed that in the last few years forecasts
in that area typically had been far off the mark. For what ir was
worth, the staff expected prices of agricultural products, especially
meats, to continue rising through the spring and then to stabilize
and perhaps even decline slightly over the second half of the year.
Crop prospects for 1974 seemed to be good, and livestock marketings
were expected to pick up sharply beginning in the late summer or
early fall, because farmers had held back on shipments of meat animals
to feedlots and had a surplus of overweight, grass-fed cattle on hand.

Mr. Hayes then noted that, while projections made by the
staff at the Federal Reserve Bank of New York were similar to those
made at the Board, they were a shade more optimistic about the like~
lihood of improvement in economic activity in the second half of
the year., It seemed Likely that inflation would continue at the
current dangerous pace, He was more concerned about inflation than
about the risks of a4 recession; a serious recession was as vet only
one possibility on the economic horizon, and it perhaps was not the

most likely possibility.
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Mr. Clay commented that the current high rate of inflation
could no longer be attributed mainly to special circumstances, such
as the behavior of the energy and food components of the price
index. Large increases were widespread; for example, prices of
producer finished gpods rose at an annual rate of 15.2 per cent
in January, durable consumer goods were up 17.6 per cent, and other
components increased at even faster rates.

Mr., Clay then referred to Mr. Partee's comment on the large
stock of unsold new single-family homes and asked if information
was available on the proportion of unsold homes that were located
in outlying areas. Sales of such homes were undoubtedly being
depressed by consumer concern about adequacy of transportation,
and the housing demand situation could look gquite different after
builders had shifted their activity to more central locations. He
also wondered about the proportion of housing construction accounted
for by second homes, since buyers would no doubt be hesitant about
acquiring second homes under current circumstances.

Mr, Partee replied that information was not available on
the location of unsold houses within different parts of individual
metropolitan areas. He might note, however, that representatives of the
national home-builders’' association reported there would be consider-

able delay--perhaps as much as several years--in making new central
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city housing available because of the necessity to obtain property
for development, zoning axceptions, and so forth. With respect

to Mr. Clay's other question, about 100,000 second homes had been
constructed in 1973, but the staff projections allowed for only
50,000 units in 1974,

Mr, Clay said he had observed in recent years that even
new towmhouses and apartment houses were being located mainly in
outlying areas. While it would undoubtedly be difficult for builders
to obtain land in the central city for such developments and to
induce buyers to return to the central city, the energy situation
might well stimulate such a trend. That could be very significant
for the housing industry.

Mr, Winn said he would like to make a few comments on the
problems affecting the construction industry. It was his under-
standing that some banks recently had been withdrawing credit lines
extended to real estate investment trusts--REIT's. Secondly, sharp
rises in costs of labor and construction materials and in costs
entailed in complying with stricter envirommental standards--for
example, with respect to sewers--were more important in disrupting
builders' plans than was the current level of mortgage interest
rates., The energy shortage was also causing utilities and fuel
suppliers to refuse to accept new customers or to limit their

number, thus adding to problems faced by builders.
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The Chairman obgerved that zoning requirements were also
severely restricting the volume of new construction in a number
of metropolitan areas. He understood that the AFL-CIO had become
seriously interested in that problem because of its potential
impact on home building.

Mr. Coldwell remarked that some observers were also con-
cerned about the effect of the Federal Reserve Board's Regulation T
on the financing of condominiums.

The Chairman said that the Board would no doubt want to
review that question.

Mr. Winn then commented that representatives of several
large U.S5. manufacturers had reported substantial price-cutting
by Japanese firms with which they competed in world markets. If
that practice were to spread, the competitive situation in
world markets could change markedly. He also noted that U.S.
firms with plants in Great Britain had had to make severe cut-
backs in output because of the 3-day workweek.

Mr. Daane observed that British officials had estimated
that, on the average, plant output in the United Kingdom was only
about 70 per cent of normal and output of some firms was off 50

per cent.
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Continuing, Mr. Winn remarked that some retailers felt
that the January increase in retail sales reflected, to some
extent, anticipatory buying by consumers concerned about potential
price increases later in the year.

Mr. Winn then asked If the staff had calculated the cost
of the provisions for retired workers--such as the cost of living
escalator--in the aluminum industry wage settlement. Although the
additional cost might not be so large for the aluminum companies
because of their relatively small work force, similar contracts
could prove very costly to manufacturing f£irms with large numbers
of current and retired workers,

Mr, Mitchell observed that, unless the benefits were vested
and the costs of the new provisions funded currently, the immediate
outlay would be limited to the additional payments to the present
retirees. The cost exposure would not be measured by the size of
the present work force.

In conclusion, Mr. Winn noted that truck and rail toonage
in February was above the year-earlier levels, with the increases
spread across most Industries.

The Chairman remarked that those figures provided an
independent indicator of the physical volume of preoduction. At
one time he had followed them closely; perhaps it would be worth-

while to review them again.
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My, Daane said he had no reason to disagree with the staff's
projection of economic activity. He asked whether Mr. Partee
expected any slackening in the rate of inflation.

Mr., Partee replied that unit labor costs would prxobably
continue to rise at a rate of 7 or 8 per cent in 1974. In the
short run, the possibility that prices of raw materials and other
goods sold in competitive markets would decline later in the year
offered the only basis for hope in the price area; as to the longer
run, in order to eliminate the roots of inflation it probably would
be necessary to restrain the economy for 2 or 3 vears. One had to
face the question of how much restraint could be applied and for
how long without precipitating stimulative policy actiouns.

In response to a further question from Mr. Daane, Mr. Partee
said he did not share the fear felt by many of a self-feeding,
accelerating inflation. He believed, however, that there would
continue to be a high rate of residual inflation which could only
be handled over a period of years.

Mr. Daane, noting that he had heard comments abroad about
the possibility of negative real rates of interest, asked about
the staff's outlook for interest rates,

Mr. Partee replied that, at current rates of inflation,

short-term interest rates in most countries represented a negative
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real rate of interest; that ifmplied higher interest rates, not
necessarily this year, but in future years. There might ba some
upward pressure on long-term rates in the United States later in
1974 because of inflation, the large domestic demands for funds in
capital markets, and the potential entrance of foreign borrowers
in U.S. capital markets.

Mr. Balles noted that business capital spending had been
a major element of strength in the economy. He asked if the staff
had any indication of potential weakness in that sector.

In response, Mr. Partee said he thought it improbable that
there would be a significant slowing in capital spending by the
end of the year. There were no indications of cutrbacks in capital
spending plans. It was txue that production of business equipment
had leveled off, in fact edged downward somewhat, over the past 3
months; but that seemed attributable to supply shortages, not to
deficiencies of demand, since unfilled orders remained strong.
There was a decline in new oxders for business equipment in December,
but the index of new orders was volatile, and a one-month decline
was not sufficient evidence of weakness.

Mr. Brimmer observed that perhaps it was time for the
Committee to stop trying to determnine the extent to which the

current slowdown in economic activity was supply- or demand-induced
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and to focus instead on the consequences of the slowdown. Fven with
relatively optimistic assumptions, the staff was forecasting an
unemployment rate of over 6 per cent by the end of 1974. Unemploy-
ment might prove to be even higher if weakness developed in any of
the sectors which at present were exhibiting strength, such as plant
and equipment spending.

It seemed to him, Mr. Brimmer continued, that in its policy
deliberations today the Committee should concentrate on the appro-
priate trade-off between inflation and unemployment. Some members
might believe that an unemployment rate in the neighborhood of 6
per cent was necessary--or tolerable if necessary--in order to
dampen inflation; others might feel that such an unemployment rate
was not acceptable, even though the inflation rate was in the
neighborhood of 8 or 9 per cent. In his judgment, that question
had to be confronted.

Chairman Burng said he might follow up Mr., Brimmer's comment
with an observation he had intended to make at some point in today's
discussion. As he saw it, the critical issue facing the Committee
at this meeting was whether it intended to pursue the kind of
monetary policy it had customarily rescrted to in past periods
of declining activity or whether, in view of the special char-

acteristics of the current slowdown--particularly the rapid
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rate of inflation and the existence of shortages--it wished to

pursue a more cautious policy during the early stages of this
slowdown.

Before this meeting there had been distributed to the
members of the Committee a report from the Manager of System Open
Market Account covering domestic open market operations for the
period January 22 through February 13, 1974, and a supplemental
report covering the period February 14 through 19, 1974, Copies
of both reports have been placed in the files of the Committee,

In supplementation of the writtem reports, Mr, Holmes made

the following statement:

Short-term interest rates declined sharply over
the period since the Committee last met as open market
operations gradually supplied reserves more freely in
response to indications that My in the January-February
period was falling short of the Committee's desires.

By February 8, it appeared that M] was growing at an
annual rate of only 1 to 1-1/2 per cent for the 2-
month period, compared to the Committes's 3 to 6 per
cent range. The Desk accordingly continued to strive
for less stringent reserve conditions, expecting that
the Federal funds rate would average around 9 per cent,
down about 3/4 of 1 per cent from the rate prevailing
just before the last Committee meeting. We did not
press to the lower end of the 8-3/4 to 10 per cent
range specified by the Committee because of the
Treasury refunding, because My was exhibiting con-
siderable strength, and because there was a risk--

in light of the already sharp decline in other interest
rates--that overly buoyant market expectations might
press rates to unsustainably low levels.



2/20/74 ~45-

Last Friday, Mj projections were revised sharply
upward in light of the strong performance in early
February, and the January-February growth rate now is
expected to be about 4 per cent, which is well within
the Committee's specified range. M; growth now
appears to be above its 6 to 9 per cent range,

Despite this apparent resurgence in growth of the
aggregates, we made no change in our objectives with
respect to day-to-day reserve and money market con-
ditions in light of the proximity of this meeting
of the Committee.

The decline in short-term interest rates was
particularly sharp early in the period as market
expectations were aroused by Desk actions that
resulted in a progressive moderate decline in the
Federal funds rate. 1In this atmosphere, the Treasury's
refunding proceeded smothly. On February 6, Chalrman
Burns' statement indicating a need for a cautious
maonetary policy caused a temporary backing up of rates.
In general, however, the market has been in a period
of consolidation, with little change in rates in the
past 2 weeks,

Last Friday's Treasury bill auction was representa-
tive of the short-term rate decline, Average rates of
7.02 and 6.79 per cent were established for 3- and 6-
month bills, in each case down about 100 basis points
from rates established just before the last meeting of
the Committee. Similar declines were experienced in
the commercial paper and CD markets, and as you know,
the prime rate has come down 3/4 of 1 per cent to 9
per cent at most major banks. Intermediate rates have
also declined--although by a lesser amount--despite
the Treasury's issuance of $3-3/4 billion of such debt
in its refunding. Long~term rates have also edged
lower despite heavy calendars of corporate and munici-
pal securities and a sale of $300 million of long-term
bonds by the Treasury in its refunding., Dealer posi-
tions--particularly in the Government area--are high,
but as yet there has been no tendency towards an
aggressive effort to lightenm holdings. Government
dealers, in particular, are waiting for additional
evidence of a further lessening of monetary restraint.
If such signs are not forthcoming or are long delayed,
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rates could tend to back up, perhaps significantly.
Corporate yields have already moved a bit higher in
recent days as underwriter sales have lagged.

An important factor in the Treasury bill market
has been the turnaround 1in foreign official activity
since the ending of U.S. capital controls on January 29,
Prior to that time, as you know, foreign central banks
had been heavy sellers of Treasury bills. Rut with
the weakening of the dollar in exchange markets after
the termination of contrels, they have become, on
balance, modest net buyers,

As indicated by Messrs. Bryant and Coombs, the
international situation that we are facing now could
have profound effects on our money and capital markets.
There are substantial opportunities for New York to
increase its role as a center of international finance,
and the market is currently trying to work out what it
all may mean. There is a general expectation of
increased foreign demand in both our momey and capital
markets and particularly the latter. This demand--
coupled with expectations of continued domestic infla-
tion-~-is expected to exert upward pressure on long-
term rates. Whether or not U.S. financial institutioms
will be as successful in attracting capital from abroad,
particularly from oil-producing countries, as they
expect to be in expanding loans abroad is less clear.
The net result, however, is of vital importance for
our balance of payments and for the foreign exchange
markets. It seems to me that the closer integration
of our money and capital markets with those abroad is
a matter that we will have to follow very closely in
the months ahead.

I should add that the Treasury expects to announce
this week its plans to raise about 32 billion of new
cash by early March. The terms of the offering have
not yet been decided, but it should be a relatively
routine operation.

Finally, as mentioned in one of the weekly written
reports to the Committee, Lehman Government Securities,
Incorporated, decided to discontinue its activity in the
Government market, and we accordingly discontinued our
trading relatiomship with that firm on January 28. On
the other hand, several other firms are eager to
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establish themselves as dealers and are in the process
of demonstrating to us their market-making ability.

Chairman Burns asked Mr. Holmes to comment on the tests he
applied to Government securities dealers with whom he contemplated
establishing a trading relationship.

Mr. Holmes responded that a dealer would need to have ade-
quate capital and would need to have demonstrated his capacity to
make a market., As a rough minimum requirement, the dealer's trans-
actions ought to account for about 1 per cent of the market's
volume,

Mr. Eastburn asked how the market might react to a reduc-
tion of 1/4 of 1 per cent in the discount rate,

Mr. Holmes replied that such a reduction would confirm
dealers' expectations concerning monetary policy, with the result
that short-term interest rates would decline further.

Mr. Mitchell asked whether aggressive System operations had
been needed in order to achieve the desired growth in reserves
over the past month and how the market had interpreted System
operations,

In response, Mr, Holmes observed that the prejections
presented at the time of the January meeting of the Committee had

indicated that market factors would provide all of the reserves
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needed, but in fact the System had had to provide some reserves.
Although aggressive action had not been necessary, the Desk had
provided reserves to the market at progressively lower funds rates.
Market participants, who had been watching for such intervention

by the Desk, considered those operations significant, and a general
decline in short-term interest rates ensued. Although the easing

in the money market had been moderate rather than spectacular,
dealers hoped that the System would ease further and that they

would be able to sell at a profit the large inventories of securities
that they had accumulated.

Chairman Burns asked Mr. Holmes for his judgment about
the probable behavior of short-term rates in general over the
recent period if Desk operations had been directed toward main-
taining approximate stability in the funds rate.

Mr, Holmes said short-term market rates either would have
been stable or would have risen somewhat. Desk operations were
largely responsible for the decline in short-term rates, although
cessation of sales of Treasury bills by foreign monetary authorities
had been an important factor in the bill market.

In reply to additional questions from Chairman Burns,

Mr. Holmes observed that in his judgment the general decline in
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short=term rates had been larger than warranted by System opera-
tions, but such a reaction usually occurred when the market came
to expect further easing actions on the part of the System. At
the present time, Government securities dealers had such expecta-
tions. They had not been trying aggressively to unload their large
inventories but were waiting in the hope that the funds rate and
short-term rates in general would decline a little further.

Mr. Mitchell asked what forces were holding the Federal
funds rate so much above the Treasury bill rate,

Mr. Holmesg responded that strong demands for liquidity
in general had an important influence on the H 1l rate and thus
on the rate relationship between bills and Federal funds. Although
the existing relationship had prevailed for some time, it was
unusual and could not last indefinitely. Dealers were financing
their inventories of bills, which were yielding about 7 per cent,
by borrowing at rates of 8-1/2 and 9 per cent. Thus, they were
incurring losses in carrying inventories while waiting for prices
to rise further.

In response to a question by Chairman Burns, Mr. Holmes
commented that banks in general were not sellers of Treasury bills
in this peried because they held few bills that were not in some

way tied up as collateral.
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Mr. Holland asked whether it was not fajir to say that some
commercial banks, like Government securities dealers, preferred
borrowing at very short term, in the funds market, to borrowing at
somewhat longer term.

Mr, Holmes agreed that bankers had such a preference because
they also expected rates to decline further.

Mr. Mitchell asked what effect might be produced by reduc-
ing the minimum term for certificates of deposit from 30 days to,
perhaps, 10 days.

Mr. Holmes responded that a reduction in the minimum term
would provide U,S., banks with a better opportunity to compete with
banks abroad for short-term funds, Thus, it probably would have
greater implications for international than for domestic flows of
funds,

In response to additional questions, Mr. Holmes observed
that in talking with commercial and investment bankers he had been
impressed with their current efforts to make loans abroad. They
were paying much less attentionm to attracting deposits from abroad.
Therefore, the danger existed that foreign loans would be financed
from domestic sources of funds, thus having an adverse impact on
the U.S. balance of payments and on domestic interest rates. The

underwriters with whom he had talked hoped to place some longer-term
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bonds with Arab countries, but they did not expect the volume of
such placements to be great. Such bonds might have maturities in
the intermediate ramge and bear interest of 8 to 8-1/2 per cent.
Mr. Daane observed that the Arabs might be concerned about
the possibility that funds placed directly in the United States

would be blocked.

Chairman Burns remarked that the funds could be placed
in the United States indirectly through Swiltzerland.

Mr. Mitchell commented that the economic effects for the
United States were the same whether the funds were placed in this
country directly, or indirectly through Switzerland.

By unanimous vote, the open market
transactions in Govermment securities,
agency obligations, and bankers' accept-
ances during the period January 22
through February 19, 1974, were approved,
ratified, and confirmed.

Mr. Axilrod made the following statement on prospective
financial relationships:

The alternativesl/ presented for Committee
consideration at this meeting imply a lower level of
interest rates than was contemplated at the previous
meeting for a given rate of growth in the aggregates.
This reflects basically the further weakening in
economic activity projected for the current quarter.

Short-term rates have already declined consider-
ably since the last meeting, however, Thus, little
or no further decline seems needed to attain the
monetary aggregates outlined under alternative B--

1/ The alternative draft directives submitted by the staff for
Committee consideration are appended to this memorandum as Attachment B.
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which includes the 5-3/4 per cent Mj growth adopted
at the last meeting for the first 6 months of this
year.

I should note for the Committee some of the
background to such a judgment by the staff, 0f the
three econometric models we looked at, one suggested
some rise in interest rates, one no change, and the
other some further decline. Of the two purely judgmental
forecasts of monetary relationships, each would have
suggested a decline in rates before the latest week's
data on the monetary aggregates were available. It
turned out that these data--though preliminary and
subject to revision-~-were so strong that the judgmental
projections of the aggregates, for given interest rates,
were raised substantially. Judgmental projections are
quite sensitive to incoming data--which is their
strength, but which also can be their weakness in a
highly wvolatile situation.

M3 has shown sizable month-to-month swings recently,
with a decline in the average outstanding money stock
in January likely to be followed by a sharp rise in
February. To some degree, this may represent 2 normal
averaging-out process, In addition, we have experienced
a very large decline in U.S. Government deposits during
the first half of February, This could lead to enough
of a temporary transfer of funds into private demand
deposits to affect ocur monthly averages for Mj. In the
past we have not found any very dependable correlation
between Government deposits and My, but the recent
decline in Govermment deposits has been so large as to
enhance belief in that possibility this time.

While there is legitimate doubt as to the basic
strength of My, the underlying stremgth of expansion
in Mp seems reascnably clear. Time deposits other than
large CD's at banks appear to be growing at a faster
pace this quarter than even in the final months of
last year. This has led us to raise the rate of growth
in Mp, as compared with expectations at the time of the
previous Committee meeting.

Interpretation of the stremgth in My does, of
course, pose a policy problem for the Committee, The
strength of My (and also My) does not on the face of
it appear to represent a greater propensity to save in
general on the part of the public since the persomal
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saving rate is projected to drop between the fourth

and first quarters. To some degree it no doubt reflects
the lower market rates of interest, which make time
deposits a relatively more attractive outlet for savings.
In addition, though, I would argue that there has been
some diversion of savings from equities and other market
instruments to less risky forms in this.period, because
job prospects are uncertain and, therefore, the need

for more readily spendable savings is greater.

Thus, we may be seeing expansion of Mp in reflec-
tion of economic weakness. To that extent, the Committee
may wish to accommodate the expansion, at least for a
while, If the economy does turn weaker than expected,
this liquidity may be used to cushion declines in
economic activity. On the other hand, if the economy
turns up and incomes are maintained, the funds may
move back into other higher earning financial assets
and not directly into the spending stream--although
there is the obvious risk that the funds would be used
directly in spending and enhance inflatiomary pressures.

The uncertainty as to the fundamental strength of
M; and the difficulty in interpreting M, would suggest
that the Committee may wish to consider leaving itself
the option of either easing or tightening the money
market somewhat in the weeks ahead. Any move toward
the tightening side could well cause sizable upward
interest rate adjustments, at least temporarily, because
it would be unexpected by market participants and would
come when there is a large overhang of securities in
the market--from the recent Treasury refunding, the
small cash finanecing to be announced in a day or two,
and the very sizable volume of corporate and municipal
bond offerings in process, On the other hand, a further
easing of the money market would be about in line with
market expectations, with some easing to a degree already
discounted by the market,

Chairman Burns observed that the Committee was ready for
its deliberations concerning monetary policy. As he had suggested
earlier, the critical question was whether the Committee should
conduct policy in the classical fashion, in view of the recent

declines in production and employment and the prospects that the
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declines would be extended for some months, or whether it should
pursue & motre cautious policy because of the apecial characteristics
of the current economic slowdown or recession--notably, the rapid rate
of inflation and the shortages of fuel and other basic materials.

Mr. Francis said he believed that the over-all economic
situation was stronger than suggested by the green book projections
and, consequently, that there was a risk of more upward pressure
on short-term interest rates this spring as a result of greater
expansion in credit demand than implied inm the blue book.l/ In
addition, as a result of a market over-reaction to recent decreases
in the Federal funds rate, short-term rateg probably were temporarily
lower than would be consistent with basic market factors. Should
an attempt be made to hold the Federal funds rate at about its
recent level, growth in the monetary base would be rapid., Estimates
made at the St. Louis Bank suggested that the growth of the base,
along with the projected decrease in Treasury deposits, would be
such that My would expand at a rapid rate--somewhere between 6.5
and 7.5 per cent-~in the first half of 1974.

Mr. Francis observed that he continued to feel that infla-

tion was the major long-term economic problem, If any progress was

1/ The report, "Monetary Aggregates and Money Market Conditions,"
prepared for the Committee by the Board's staff.
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to be made against inflation, the average growth of the money stock
would have to be reduced below the 7 per cent rate experienced over
the period from early 1970 to mid-1973. 1In the last two quarters

some progress in reducing this trend rate had been made., However,

to reduce the rate from 7 to & per cent by the end of 1974 required

a continued restraint on money growth similar to that experienced over
the last two quarters of 1973.

With regard to the specifications, Myr. Francis said, he ceould
not accept those of either alternative A or B. Although the growth
rate of M1 in alternative C appeared to be on the high side, he
could accept that alternative provided that the Federal funds rate
was permitted to move freely within the 8-3/4 to 10 per cent range
during the next 4 weeks. However, he would prefer the language of
alternative B--that is, to call for '"moderate” rather than "quite
moderate” growth in monetary aggregates.

Mr. Black remarked that ordinarily he would place major
emphasis on the behavior of the aggregates, but in this period he
would temporarily give more weight to money market conditions. In
the present circumstances, the Committee might under-estimate the
impact of inflation on transactions demands for money, and money
supply might grow at a faster pace than projected unless interest

rates were allowed to move back up. With unemployment and prices
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rising, a significant back-up in the Federal funds rate could produce
something close to a crisis in financial markets. Therefore, it was
important for the System to attempt to assure the market that the nec-
essary liquidity would be provided. In the period immediately ahead,
consequently, he would not allow short-term interest rates to
back up and would be inclined to let the Federal funds rate drift
down within the framework of the alternmative B specifications.
While holding to the longer-run targets of alternative B, he would
raise the upper limit for the February-March range of tolerance
for My to 10 per cent--which might result in a 5-1/2 per cent rate
of growth over the first quarter--and would put a ceiling of 9-1/4
per cent on the funds rate. He favored the language of altermative B.
Mr. Hayves remarked that he agreed with Chairman Burms'
assessment of the problem confronting the Committee, and he favored
the cautious approach to policy. Although an unemployment rate
averaging arcund 5-3/4 per cent in 1974 was not a pleasing prospect,
the amount of unemployment in excess of 5 per cent--the figure now
widely accepted as a fair approximation of reasonably full employ-
ment--did not justify a decisive move toward ease to counter the
modest slackening in business activity in prospect. Selective fiscal
policy actions would seem to be more effective in dealing with unem-

ployment, and the Federal budget was likely to be reasonably stimulative.
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Unfortunately, however, market participants believed that they
were beginning to see a decisive, clear-cut pattern of ease in
Federal Reserve policies, Although Chairman Burns' remarks at

a recent Congressional hearing had been helpful in checking that
market view, the rate of decline in the funds rate and in other
short-term interest rates had been a powerful factor in sustaining
an impression of policy easing.

Continuing, Mr. Hayes observed that in view of the apparent
strength in M1 in February, the Committee could have a more relaxed
attitude toward the January deecline. 1In January vast amounts of
credit had been extended in the bond market, in the commercial
paper market, and by the commercial banks, and those large credit
demands had been satisfied at declining interest rates. The recent
record of flows into the thrift institutions did not suggest a need
for much concern over disintermediation or the availability of
mortgage funds.

With respect to international developments, Mr. Hayes
commented that the dollar had tended to weaken because of a some-
what less grave o0il situation than had been originally expected,
the removal or reduction of capital controls in the United States
and Europe, and the visible signs of easing of U.S. monetary policy.

In view of the great importance of maintaining confidence in the
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dollar, those circumstances--together with the prospect of vastly
increased international flows of funds arising from the energy
situation--pointed up the need for great caution in moving toward
ease.

In comclusion, Mr, Hayes said his prescription for policy
would be to maintain existing money market conditions, with a range
for the funds rate centered on 9 per cent and extending symmetrically
from 8-1/2 to 9-1/2 per cent. Hopefully, that would be consistent
with a 6-month growth rate for Ml well short of 5-3/4 per cent and
preferably closer to 5«1/4 per cent, With regpect to the February-
March ranges of tolerance for the aggregates, even the specifications
of alternative C seemed excessive; he hoped that the current funds
rate would be consistent with a range of 4 to 8 per cent for M1 in
the 2-month period. Alternative B language for the directive--which
was the same as that adopted at the January meeting--was acceptable,
although he would prefer a directive that called for maintaining
current money market conditions.

Mr. Eastburn said it was important to remember that the
aggregates had been growing at rates that were high historically,
which had a bearing on the rate of inflation. It would be desirable
to reduce the rate of monetary growth over the lomger run. There-

fore, his answer to the difficult question posed by the Chairman
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in essence was that the longer-run growth path of 5-3/4 per cent
for Ml as specified under alternative B was appropriate. To
foster that objective, he would widen the short-run ranges for
both M and the funds rate. Specifically, he would establish
ranges of 7-1/2 to 10 per cent for i and 8 to 9-1/2 per cent for
the funds rate.

Mr. Bucher——noting Mr. Brimmer's earlier remarks on the
need to weigh the trade-off between unemployment and price objec-
tives in the formulation of policy--observed that it was important
also to consider the trade—off which the Congress might consider
appropriate. Although many people now regarded a rate of unemploy-
ment in excess of 4 per cent as acceptable, he was not couvinced that
Congress as a whole was prepared to accept a rate as high as 5 per
cent; cartainly, it would not find a 6 per cent rate acceptable.
Committee members needed to be concerned about the effects that
System policies might have on Congressional actions to deal with
high unemployment and to recognize that, in the long rum, the adverse
effects of such actions on prices could be much greater than those
of any marginal measures the System might take at this point.

Continuing, Mr. Bucher remarked that he particularly wanted
to keep interest rates from backing up; a reversal of the downward

trend in rates would be counter-productive and debilitating. Apart
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from aiming to prevent an excessive weakening in aggregate demand,
monetary policy could accomplish little in the short run, but it
should result in some further decline in market interest rates. As
consumer and business uncertainties were dispelled with time, some-
what lower interest rates could prove most important in assuring
that financial conditions by spring or early summer would be con-
ducive to a rebound in housing activity during the second half of
the year. A further lowering of short-term rates would encourage a
decline in long-term rates, exerting downward pressure on mortgage
rates. As mentioned earlier in the discussion, a number of States
still had usury ceilings that constrained potential mortgage lenders,
and in those instances a rather small easing in market rates could
be most productive,

In addition, Mr. Bucher observed, a further decline in
short-term market rates would further improve the flow of funds
to the thrift institutions. Although there had been some improve-
ment in those flows-—at the savings and loan assoclations more
than at the mutual savings banks——it appeared that in many cases
the savings and loan associations recently had used the funds to
pay off lcans and rebuild liquidity. Finally, a further decline
in the funds rate would induce some savings and loan associations

to shift funds out of Federal funds and into mortgages.
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In any event, Mr. Bucher vemarked, it was quite important
to enter the spring and early summer months with an improved housing
finance enviromment. That was the period when there usually was a
strong seasonal upturn in housing construction and also a rise in
consumer interest in housing. In his view, at the margin,somewhat
larger mortgage credit supplies and lower rates of interest would

be more constructive thap harmful.

With respect to poliecy, Mr. Bucher observed that, because
of his desire to avoid a backing-up of interest rates, he would
make clear to the Desk that the funds rate should decline further,
He could accept a funds rate range of 8 to 9 per cent, which was
between alternatives A and B. The related figure for M1 growth
in the first half of the year--he had been informed by Mr. Axilrod--
would be 6 or 6-1/8 per cent; specifications for the other aggre-
gates also would fall between those of alternatives A and B. For
the language of the directive, he preferred alternative A.
Chairman Burns remarked that at this point he would read
a few paragraphs from a draft of the statement that he would present
before the House Appropriations Committee on the following day.
Since strong inflatiomary forces are likely to
continue in 1974, even in the face of declines in
production and employment, public poliey is now
clearly confronted with a most difficult problem.
Inflation cannot be halted this year. But we can

move resolutely to establish this year a dependable frame-
work for a gradual return to reasonable price stability. . ..
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In the current economic slowdown, the task of
monetary policy will not be the same as in a classical
business recession, when a considerable easing in the
supply of money and credit can be expected to provide
the financial basis for the subsegquent recovery. This
year, our nation's capacity to produce may actually
decline, or at best rise at an abnormally low rate.

A great deal of caution will therefore be needed in
framing monetary policy. An easier monetary policy
can be only a marginally constructive influence when
economic activity slows because of a shortage of oil.

Fiscal policy can be used to better advantage than
monetary policy in promoting prompt recovery in this
kind of economic enviromment. Selective measures such
as an expanded public employment program, increased
unemp loyment benefits, or some liberalization of welfare
payments in hard-hit areas may be needed to cushion the
adjustment te fuel shortages. Also, a selective tax
policy of accelerated amortization could stimulate invst-
ment in the energy and other basic materials industries,
thereby relieving the more critical shortages of capacity

that have recently proved so troublesome.
investment in the energy and other basic materials

industries, thereby relieving the more critical
shortages of capacity that have recently proved so
troublesome.

Current economic conditions may therefore justify
special fiscal measures of the kind I have mentioned.
But I would strongly advise against adoption of a
generally stimulative fiscal policy, such as a broad
tax cut or substantially enlarged expenditures. It
is not clear that a strong dose of fiscal stimulus
is needed now, and we surely need to proceed cautiously
at a time when the price level is still soaring. Let
me remind you that last month alone the wholesale price
level rose over 3 per cent, . ..

An overly expansive fiscal policy now would delay,
perhaps delay for many years, the progress which the
Congress has been seecking in the use of the Federal
budget as a tool of economic stabilization, . ..

Chairman Burns added that during the preceding month
the drop in short-term interest rates had been sizable; in his

judgment it had been larger than that contemplated by Committee
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members in their policy deliberations at the January meeting. The
market now was anticipating a further easing promptly after this meet-
ing. He thought it would be a great mistake to confirm that market
view at this time. The Committee should proceed cautiously. TIncreases
in prices were widespread, and as Mr. Clay had pointed out, the infla-
tion could not be attributed just to advances in prices of foodstuffs
and fuels. Production and employment had declined in large part be-
cause of shortages of materials and component parts; the evidence did
not yet suggest that there was a general deficiency of demand. The
BLS establishment survey 1ndicated that nonfarm employment had declined
about 300,000 from November to January. According to the Census series--
which was less reliable in the short run--nonagricultural employment
dropped by about 175,000 between October and January; however, total
employment was unchanged in November, rose 20,000 in December, and
rose 140,000 further in January. It is also reported that from the
beginning of December to early February, gross lavoffs attributable
to the energy shortage amounted to about 340,000,

Mr. Mitchell commented that monetary policy in the last
couple of months had not followed the traditiomal pattern. Had
the Committee wished to follow such a pattern in response to the
weakness in industrial production and real retail sales, it should
have made a stronger move before this time. However, he was

satisfied with the course that the Committee had pursued, because
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it had accomplished the important objective of halting disinter-
mediation. At currvent levels of interest rates, disintermediation
was 1o longer a threat,

Mr, Mitchell observed that while there was general agreement
that the dislocations resulting from the oil shortage could not be
cured by monetary policy, the secondary effects of those disloca-
tions could be influenced by actions of the System. However, he
hesitated to take any such actions at this time--among other reasons,
because of the abnormal behavior of prices, which had to be given
more than the usual consideration, and because of the artificial
assumption about oil supplies underlying the staff GNP projectionm,
Like Messrs. Holmes and Coombs, moreover, he was especially worried
about the international flows of funds that were likely to occur
during the months ahead. Those flows were particularly disturbing
because the Committee might attach great weight to the behavior
of Ml in its policy formation when the behavior of M would have
nothing to do with the real problem, Thus he was concerned about
the problems that the Committee would face at the next few meetings,
because policy in pursuit of domestic objectives might be seriously
jeopardized by the international flows, All of this was, he believed,
another way of saying what the Chairman had said, and it led him to
conclude that something clese to the prescription of alternative B

was appropriate.
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Mr. Mayo remariked that 1974 would be a frustrating year
with respect to behavior of both unemployment and prices. He
was not convinced that economic activity would turnm up in the
saecond half of the year to the degree suggested by the staff
projections, and he anticipated that the unemployment rate would
not be held below 6 per cent. At the same time, he saw no way
to make significant progress this year in reducing the rate of
inflation below 6 per cent. Projections of prices made at the Chi-

cago Bank based on alternative assumptions of M, growth rates--6 and

1
8 per cent for this year and next, 7 per cent for both years, and 8

per cent for both years—--did not differ greatly from ome another
until late in 1975 but under the more restrictive policy assumptions,
the unemployment rate projections suggested too high a cost for a
faster diminution in the rate of inflation. He believed, therefore,
that the Committee ought to look beyond 1974 and try to establish a
sound base for economic recovery in 1975,

Mr. Mayo said he agreed with the need for caution, but
that led him to prescribe a slightly easier policy--or a policy
of milder restraint-—in order to lay the proper base for next year.
His prescription, therefore, was a little closer to alternative A
than B. An M, target of 5-3/4 per cent for the first half of this

1

year—-as specified under alternative B~-was a little too restrictive
in an environment in which the GNP deflator was expected to rise at

an annual rate of 7.5 per cent. He favored a taxrget of 6 per cent,
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which would still be less than the projected rate of price
increase, and would even consider a 6-1/4 per cent target.
He agreed with those who would widen the short-run ranges of
tolerance, because the statistics were so erratic. He would
specify a range of 7-1/4 to 10-1/4 per cent for M., 10 to 13
per cent for MZ’ and 4~1/2 to 7-1/2 per cent for RPD's--in
effect, encompassing the short-run ranges of alternatives A
and B, For the funds rate, he would specify a range of 8 to
9-~1/4 per cent.

Mr. Maclaury obsexrved that he was much in sympathy with
Mr. Mayo's poliey prescription. While the question of whether
or not to respond to the present situation in classical fashion
was an important one, the responses might tend to exaggerate the
differences in members’ views with respect to specific policy
preferences. In his view, slack demands rather than supply con-
straints were the dominating force in the situation, but never-
theless, his policy prescription was not far from one that could
be described as cautious and moderate. Monetary policy could not
do much to inhibit the demands for wage increases this year that
would be based in part on the rise in prices that had already
occurred. At the same time, the strength of the upturnm in

activity in the second half of the year was in question, and



2/20/74 -67-

like Mr, Partee, he believed that the risks were greater that
the stafi projections would prove to be too high than too low.
The inventory build-up was likely to slow in the second half,
and the expansion in residential comnstruction might not be as
great as suggested by the staff projections. Moreover, uncer-
tainty was a key element leading to cauticus behavior on the
part of consumers, and there was some risk that the System
would increase uncertainty if it did not follow what was gen-
erally regarded as a classical policy. And like Mr. Bucher,

he believed that if the Committee did not continue to pursue a
modest easing in poliey, other agencies of government might take
actions that the members would like less than any they would be
inclined to take themselves.

Against that background, Mr. MacLaury said, he continued
to faver a long-run Ml path of 6 per cent, rather than 5-3/4 per
cent. On general principles as well as because of the present
circumstances, he would widen the range for the funds rate, specify-
ing 8 to 9-1/2 per cent. Whether or not the rate was moved down
within that range ought to depend on the week-by-week assessment
of the behavior of the aggregates.,

Chairman Burns noted that this was the last meeting that

Mr. Daane would attend as a Committee member, and that a luncheon
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in his honor was planned for today. He suggested that Mr. Daane
be given an opportunity to express his policy views before the
Committee recessed for luncheon.

Mr. Daane remarked that, like former Chairman Martin at
his last Committee meeting, he was discouraged that the System
had made so little progress in the battle against inflatiom.
However, he felt that the System could not do more than it had
been doing--that it had done about as well as it could in a
difficult period.

With respect to the Chairman's question, Mr. Daane said
it would be unwise to resort to a classical policy, that a
cautious approach was to be preferred. He had always been
inclined to emphasize the significance of expectations, and he
would not want to give signals at this juncture that would tend
to confirm market expectations of a further easing in policy.

At the same time, he would strongly resist a backing up of short-

term rates, which would be interpreted as a signal of tightening

and would provoke a significant upward movement in long-term rates.

Once again, this was a time for a steady policy, in recognition

that the Committee could not solve all of the problems. He would
1t

have the Committee issue a directive that said either ", . .the

Committee seeks to maintain sbout the prevailing money market
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conditions, provided that the monetary aggregates appear to be
growing at rates within the specified ranges of tolerance" or
". . .the Committee seeks to maintain prevailing bank reserve

and money market conditions consistent with moderate growth in
monetary aggregates.' He preferred the latter alternative.

Thereupon the meeting recessed until 2:55 p.m. Committee
attendance was the same as at the morning sessiomn. Staff atten-
dance was the same as at the morning session except that Mr., Hocter
was absent.

Mr. Morris commented that he differed with the Chairman's
assessment of the economic situation and, therefore, had a different
policy prescription, In his view, weakness in consumer demand was
becoming the predominant force in the economy. Moreover, the
decline in activity in the United States was going to be accom-
panied by declines in the rest of the world, and just as the world-
wide boom in 1973 had had a major impact on developments in this
country, so also would the world-wide decline in activity. There-
fore, prudence called for leaning against the wind of a weakening in

demands and for moving a little more aggressively in the direction

of monetary expansiom. Later on, should it become apparent that

the third-quarter upturn in real GNP was im fact developing, the

Committee could alter the course of monetary policy. Accordingly,
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he favored alternative A. While he did not have major objections
to the longer-run targets of alternative B, he seriously questioned
whether they could be attained under the pattern of interest rates
associated with that alternative.

Continuing, Mr. Morris said he agreed that the Committee
should proceed cautiously, as it had been doing. Although growth
in Ml had been strong in the 2 weeks through February 13, he was
inclined to discount the strength on the grounds that Treasury
balances had declined about $3 biliion during the period; more-~
over, the figure for the latest week was still subject to revision.
Thus, it would be premature to project strong growth in Ml. Taking
January and February together, Ml was growing at a rate of 4 per
cent, and over the 6 months through January, it had grown at a
rate of only 2.5 per cent. To be sure, short-term interest rates
had fallen about 200 basis points from their peaks, but the yield
curve was still very flat, The curve did not exert pressure on
portfolio managers to stretch out their portfolios into longer
maturities; it allowed them to stay in the safe haven of short-
term securities without apy significant sacrifice in yield. As
long as the yield curve remained flat, recovery in the mortgage

market would remain slow. In his view, a policy that resulted in

stable interest rates would be too cautious for the present state of
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the economy. Thus, he favored the short-term specifications of
alternative A, which included a range of 7-1/2 to 8-3/4 per cent
for the funds rate. With that range, the Manager would be required
immediately to make a modest downward move in the funds rate-—as
he had been required to do just after the Januvary meeting--carry-
ing the funds rate down into the 8-1/2 to 8-3/4 per cent area.

Mr. Coldwell said he still believed that inflation was the
country's primary problem. He had not seen convincing evidence of
a consumer demand recession, and a deep recession was unlikely to
develop unless it grew out of an international problem. To those
who worried about the fipancial conditions in the housing area, he
would peoint out that building costs were very high, and an increase
in the availability of funds could not remedy that problem.

Mr. Coldwell observed that he favored alternmative C in
order to avoid aggravating inflation. Although the 6-month target
specified for Ml was 5 per cent, he would be reasonably satisfied
if the rate of growth actually proved to be 5-1/2 per cent; he
was concerned that if the Committee adopted a target of 5-3/4 perx

cent or of 6 to 6-1/2 per cent, the actual rate would be,

respectively, 6 or 7 per cent. He would like to see the funds

rate held within a band of 9 to 9-1/4 per cent or 8-3/4 to
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9-1/4 per cent, although it might be necessary to specify a
wider range. He would avoid leading market participants to
expect further easing in money market conditions; they were
poised to respond to an immedjate easing in the funds rate and
to push market rates down further. The possibility of an eas-
ing in fiscal policy provided an opportunity for the System to
ease monetary policy less than it otherwise might. With
respect to the language of the directive, he would prefer
calling for "modest growth" rather than “quite moderate growth."
He asked Mr. Holmes whether the forthcoming Treasury fimancing
was of sufficient importance to warrant a reference jin the
directive.

Mr. Holmes replied that he expected a routine financing
operation. e doubted that it had to be mentioned explicitly in
the directive, although it was a market factor that the Desk would
need to watch.

Mr. Holland remarked that, in view of the special charac-
teristics plaguing this econcmic slowdown, it would be wise to
pursue a cautious approach to actions affecting the behavior of
interest rates and the aggregates. He would be wary and slow in
promoting the kind of financial conditions that would stimulate

large-scale shifts of productive resources-—-including labor--into
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new activitities in response to the supply-induced dislocations:
the national interest would be better served if those resources
remained available where they were for a time in the event that
some of the supply bottlenecks could be broken.

Consequently, Mr. Holland said, he favored alternative B.
The longer-run Ml target of 5-3/4 per cent specified under that
alternative was high enough, and the projected rates of growth in
MZ and MB——although resulting in part from defensive reactions to
the economic situation--would provide ample financing for the
kinds of expenditures that were being counted on to produce an
upturn in economic activity in the second half of the year. Within
the framework of alternative B, the Desk should be slow to move the
funds rate in either direction. Thus, he would avoid a runup in
the funds rate that, in the sensitive state of the market at present,
would provoke a generzl increase in interest rates. And in the
event that developments indicated a need for easing action, he would
prefer--as he had suggested at the January meeting--that the Manager
notify the Chairman so that the Board would have the opportunity of
considering a reduction in reserve requirements as amn alternative
to further easing through open market operations.

Mr. Kimbrel commented that while there were signs of economic

weakness in his own Distriect, businessmen repeatedly indicated surprise
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that the situation was not worse. Even in Florida, one heard the
view that after a perioed of over-building, the economy was passing
through a catching up phase that would have occurred even in the
absence of the energy crisis. As the Chairman had indicated, the
present situation was marked by such special circumstances as
shortages and rapid inflation. In addition, increasing deliquen-
cies in repayments of credit were a source of concern, and it
would be desirable to have a period of cleaning up those outstand-
ing credits. While no one wished to contemplate the prospect of
rising unemployment, a moderate inerease had to be tolerated in
the present circumstances in order to make progress in controlling
inflation.

Concerning policy, Mr. Kimbrel said this was a time to
deviate from a classical stance and to adopt a more cautious
approach. In that light, he wondered how long the money supply
could grow at a rate of 5-3/4 per ceunt before one could no longer
reasonably describe policy as cautious. He would refrain from
encouraging the market to believe that the System was going to
pursue ease progressively. He preferred the specifications of
alternative C. And he hoped that the funds rate could be held
close to its recent level, within a range of 8-1/2 to 9-1/2

per cent.



2/20/74 =73-

Chairman Burns remarked that it might be helpful if the
Committee's Senior Economist gave his policy recommendations at
this point.

Mr. Partee said he wished to remind Committee members that
the staff projections for this year--incorporating as they did the
Committee's longer-run monetary growth targets—~indicated that
the unemployment rate would rise to apoint that was rather high
historically. Thus, the projections already reflected the Com-
mittee's considerable concern with reducing inflationary pressures;
the projections implied a trade-off between the objectives for the
unemployment rate and prices that the Government in general, and the
Committee in particular, would not have felt comfortable with in
earlier periods. The pattern of interest rates underlying the
projections was believed to be consistent with growth in the money
supply at a rate of 5-3/4 per cent. In considering the Committee’s
posture, therefore, the members ocught to take into account the fact
that the 5-3/4 per cent growth would not, in the staff's view, pro-
duce a downturn in the unemployment rate this year. Also, the staff
believed that the current level of interest rates was consistent with
the 5-3/4 per cent rate of growth in My, which, if so, suggested that

no further significant declines in short-term rates should be needed.
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Mr. Balles commented that he favored a cautious policy at
this time, rather than a classical policy of easing in the face of
weakness in the economy. He believed that the weakness apparent
in December and January was induced mainly--although not entirely--
by supply problems and that easing policy now would aggravate infla=-
tionary pressures in the longer run. As Mr. Brimmer had said, Com-—
mittee members had to make a judgment on the issue of the trade-off
between unemployment and inflation, Although knowledge of monetary
policy lags was limited, it seemed to be a widely accepted proposi-
tion that the lags were longer for the price effects than for the
output and employment effects. Accordingly, the Committee might be
able to achieve its objectives for employment in the short rum at
the cost of aggravating inflationary pressures in the longer run;
and the improvement in the employment situation would not be per-
manent. In addition, fiscal policy was likely to be more stimuylative
than official projections suggested-—a prospect that was underscored
right after the budget was announced when Mr. Malek, the Deputy
Director of the Office of Management and Budget, said the Adminis-
tration would "bust the budget" if necessary to combat rising unem-
ployment in a recession.

Concerning specifications, Mxr. Balles said altermative B

came closest to meeting his desires. On z quarterly average-basis,
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growth in Ml from the fourth quarter of 1973 to the second gquarter
of 1974 would be at a rate of about 6 per cent——approximately the
same as the rate of growth from the fourth quarter of 1972 to the
fourth quarter of 1973. Alternative B did not represent an espe-
cially restrictive policy; in fact, it might be viewed as expansive
in light of the reduction in potential growth in real GNP that had
been brought about by the energy shortage.

In conclusion, Mr. Balles observed that the System might
experience difficulty in preventing monetary growth rates from
overshocting the targets of alternative B. The large increase in
the monetary base in the period from September to January——at an
annual rate of nearly 10 per cent—-could lead to a higher rate of
monetary growth than that projected by the staff. 1In addition,
there had been a systematic tendency in recent years for deposits
to rise more rapidly at nonmember banks than at member banks.
Thus, several biases might be working toward higher-than-projected
rates of monetary growth; as a result, Ml might grow at a rate im
excess of 5-3/4 per cent over the first half of this year, which
would be overly stimulative. Accordingly, any shading of the
short~run ranges of tolerance for the aggregates ought te be in
the direction of alternative C, and for the February-March period,
it would be desgirable to hold the rate of growth in Ml within the

range of 6-3/4 to 8-3/4 per cent.
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Mr. Brimmer said his own attitude toward the gquestion he
had raised earlier concerning the appropriate trade—off between the
employment and price goals led him to favor the peolicy approach
that the Chairman had described as cautious. Since the January
meeting short~term interest vates had in fact declined more than
anticipated by some members of the Committee, and he saw no need
to press on from the present position. Accordingly, he would
accept alternative B. However, he was not locking himself in
and would want to reconsider his position in the event that by
the next meeting a more traditional type of recession appeared
to be developing.

Mr GSheehan remarked that he agreed with the views expressed
by both Mr. Morris and Mr. Brimmer, although that might appear to be
difficult. He shared the view Mr. Black had expressed that it would
be better at this time to give increased weight to money market condi-
tions, and he had been impressed by the remarks of Messrs. Mayo,
MacLaury, and Morris. In particular, he agreed with Mr. Morris' eval-
uation that the downturn in economic activity was not primarily supply
induced; as he had argued at the January meeting, the weakness had
become more general., He still held the views he had expressed at
that meeting, and he would not take the time to repeat them now but

would add just a few thoughts. He was more pessimistic about the
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econcmic outlook than other members of the Committee and the staff,
and he was so in large part because of the extreme weakness in
consumer confidence. Consumers were especially concerned about
inflation, and since the late 1960's they had had a growing feel-
ing that government lacked the ability to comtrol it. Such feel-
ings were being exacerbated now by rising unemployment and by the
Watergate matter, As Chairman Burns had remarked recently, when
economic activity was in recession, no one could forecast how deep
the recession would be or when activity would turn around. Per-
sonally, he could not foresee the turnarocund and had little confi-
dence that growth in real output would be resumed in the third
quarter.

With respect to the question posed by the Chairman,
Mr. Sheehan commented that inflation certainly was the country's
most important problem. As he had remarked at the January meeting,
however, a recession in activity with an unemployment rate in the
neighborhood of 6 per cent would not affect the rate of inflation
much, if at all--any more than it had in the 1969-70 peried.
Nevertheless, he agreed with the Chairman that policy should pro-
ceed cautiously. As Mr. Brimmer had noted, there had been a
substantial easing in short-term rates since the last meeting.

While he had favored an easier policy and had been pleased by the
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declines in rates, he believed that policy movements should proceed
smoothly when possible. Therefore, like Mr. Brimmer, he would be
satisfied to walt until the next meeting to determine whether ancther
significant policy move was called for.

Specifically, Mr. Sheehan said, he favored the longer-run
targets of alternative A and the short-run ranges of tolerance for
the aggregates of alternative B, leaning toward those of A, He
would set the lower limit for the funds rate at 8 per cent rather
than 8-1/4 per cent, although he would not press hard for that.
Like Mr. Bucher, however, he did not want interest rates to move
back up, and therefore, he would set a ceiling of 9 per cent on
the funds rate.

Mr. Winn remarked that he was disturbed by the high and
unanticipated rate of expansion in the aggregates in the latest
few weeks. It might be useful to devote more resources to obtain-
ing better projections, if possible, in order to improve the per-
formance of policy. Looking ahead, he was concerned about infla-
tion and about the potential intermational flows of funds, and he
hoped that the high rate of monetary expansion would not continue
into March. Desiring a steady policy, one that would not indicate

a further decline in short-term interest rates, he favored alterna-

tive B, leaning toward alternative C.
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Mr. Clay commented that he wished to applaud the portion
of the statement for the House Appropriations Committee that the
Chairman had read to the Committee earlier. The statement recog-
nized inflation as the nation's primary problem and yet did not
ignore the problem of unemployment. It contained suggestions to
alleviate that problem--suggestions that were beyond the power of
the Committee to implement, but which the nation should address.

Continuing, Mr. Clay said monetary policy should provide
enough money and credit to accommodate econcomic recovery in the
second half of the year. 3But the Committea's concerns in that
direction must not be allowed to overshadow a fundamental commit-
ment to reduce the excessive rate of inflation built up over the
past few years. Growth in the aggregates indexed by Ml growth
for the first and second quarters combined of 5 per cent seemed
now, as it did a month ago, the proper policy to insure that the
coming recovery took place in an enviromment conducive to meeting
a long-run goal of steady noninflationary growth. That target
could probably be achieved with a Federal funds rate at or some-
what above the current level. Treasury bill rates could be expected
to rise a little when investors realized that they had over—-dis-
counted Federal Reserve easing intentioms. That should not concern

the Committee so long as signs of additional weakness in aggregate
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demand did not become apparent. In view of those considerations,
he favored alternative C. However, he could accept alternative B.
Chairman Burns observed that views of the Committee members
varied widely, although not as widely as one might expect in such a
difficult period. He had already indicated the tenor of his own
thinking in a general way, and would add just a few comments. The
country at present was on the threshold of a two-digit inflationm.
If headway were not made this year in dealing with the problem, the
country would be experiencing a Latin American type of inflation,
and the American people would not tolerate that for long. One wayor
another, highly restrictive policies would become inevitable and the
nation might have to go through a long and serious economic contrac-—
tion. By leaning on the side of caution now, the Committee might be
able to make some contribution to preventing such an unfortunate

development. Although he was inclined te think the Committee would--
and should--move further in an easing direction, the question of tim-
ing was critical. Interest rates had declined sharply over the past
month, and in view of market expectations, it would be wise to mark
time for a while. If the economic news over the next 2 or 3 weeks
continued to be unfavorable, the Committee might well decide that
further easing moves were appropriate.

The Chairman suggested that the Committee proceed to reach

its decision step by step, starting with the language of the operatiomal
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paragraph of the directive. An informal poll might be taken to
determine whether the members preferred alternative B or one of the
alternatives that Mr. Daane had suggested.

A majority of the members indicated that they favored the
language of alternative B.

The Chairman observed that the Committee had not had a system-—
atic discussion of the longer-run targets. He assumed it would be
acceptable to the members to continue the longer~run target of 5-3/4
per cent for Ml that had been adopted at the January meeting, along

with rhe associated targets for M_ and the credit proxy specified

2
under alternative B in the blue book.

There were no objections to those longer-run targets.

Chairman Burns next suggested that the Committee consider
the short-run ranges of tolerance. For the weekly average Federal
funds rate, he proposed a range of 8-1/2 to 9-1/2 per cent, which
was somewhat narrower than in the recent past. TFor the sake of con-—
sistency, he suggested that the short-run ranges of tolerance for
growth rates in the aggregates over the February-March pericd be
somewhat wider than usual, and he proposed to widen them by reducing
the lower limits of the ranges specified under altermative B by 1 per-
centage point. Thus, he suggested ranges of 3-1/2 to 6~1/2 per cent
for RPD's, 6~1/2 to 9-1/2 per cent for M_, and 9-1/2 to 12-1/2 per

1

cent for Mz.
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An informal poll indicated that one-half of the members of
the Committee found those short-run ranges of tolerance more or
less acceptable.

Mr. Mitchell remarked that he would prefer to set the lower
limit for the funds rate at B8-1/4 per cent rather than 8-1/2 per cent.

Chairman Burns suggested that the members express their pre-
ference between ranges of 8-1/4 to 9-1/2 per cent and 8-1/2 to 9-1/2
per cent for the funds rate. A majority of the members indicated that
they would prefer a range of 8-1/4 to 9-1/2 per cent. A subsequent
poll also indicated that the altered funds range along with the other
short=-run ranges of tolerance suggested by the Chairman were more or
less acceptable to a majority of the members.

Mr. Sheehan observed that while he had expressed a preference
for the lower of the two funds rate ranges the Chairman had mentioned,
he really preferred a still lower range. While he might be wrong, he
believed that the specifications proposed by the Chairman would lead
to a tightening of policy and a rise in interest rates over the next
3 or 4 weeks.

In response, Chairmen Burns said the import of the specifi-
cations he had suggested was that the Federal funds rate would
remain more or less where it was; the 3 percentage point short-run
ranges of tolerance for the aggregates would provide for a fairly

wide zone of indifference with respect to their growth rates.
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Repyling to a question by Mr. Hayes, Chairman Burns
observed that he contemplated that in the immediate future
the Manager would hold the funds rate about where it was—-that
is, within a range of 8-3/4 to 9-1/4 per cent. 4nd he reminded
the members that in the event of unexpected developments, the
Committee could consult promptly and, as had been done many times
in the past, alter the gpecifications,

Mr. Mayo said he agreed with the widening of the short-run
ranges for the aggregates to 3 percentage points, but the ranges
were centered toc low. The 6~1/2 per cent lower limit proposed
for Ml’ for example, was below the lower limit specified under
alternative ¢ in the blye book. A range of 7 to 10 per cent
would be more appropriate.

Mr. Holland observed that, on the contrary, the ranges
proposed for the aggregates were on the high side, because of the
strength shown by the data for the latest 2 weeks. For the latest
week, the data were still preliminary and might very well be revised
downward.

Mr, Bucher remarked that he was troubled by the prospect
that stability in the Federal funds rate, together with the short-
run ranges proposed for the aggregates, was much more likely to
lead to some backing up of short-term market rates than to any

fuxther decline.
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In respomse to a question by Mr. Sheehan, Mr. Holmes
commented that a steady funds rate might be accompanied by scme
backing up in other short-term rates; such a development would
not be unusual.

Chairman Burns observed that the general decline in
ghort-term iInterest rates in recent weeks had been excessive
in relation to the movement in the funds rate, and some correc-
tion was likely. It would be better to allow the correction to
occur now rather than to encourage further sharp declines in
rates leading to a larger correction later on.

Mr. Bucher remarked that a correction might not ocecur if
the System took additiomal actioms to ease policy.

The Chairman commented that the real question seemed to him
to be whether the easing in policy was to be gradual or abrupt.

Mr. Mitchell remarked that he thought some members of
the Committee were disturbed by the proposed short-run ranges of

tolerance for the aggregates because--with M, growth in February

1
already indicated to be high-~they implied 2 need to achieve
a much lower rate of growth in March.

In response to a question by Chairman Burns, Mr. Bucher
said he would like to have amother poll taken with respect to a

possible reduction of the lower limits for the short-run ranges

for the aggregates.
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The Chairman called for an expression of preference between
the short-run ranges specified under alternative B in the blue book
and the widened ranges he had proposed. A majority of the members
indicated that they preferred the widened ranges.

Chairman Burns then proposed that the Committee vote on
a directive consisting of the staff's draft of the general para-
graphs and the language of zalternative B for the operational
patagraph. It would be understood that the directive would be
interpreted in accordance with the following specifications. The
longer-run targets—--namely, annual rates of growth for the first
and second gquarters combined--would be 5-3/4, 10, and 8-3/4 per

cent for Ml’ Mz, and the bank credit proxy, respectively. The

associated ranges of tolerance for growth rates in the February-
March period would be 3-1/2 to 6~1/2 per cent for RPD's, 6-=1/2 to

9-1/2 per cent for M;, and 9-1/2 to 12-1/2 per cent for M The

2
range for the weekly average Federal funds rate in the inter-

meeting period would be 8-1/4 to 9-1/2 per ceat.

With Messrys. Bucher, Francis,
Morris, and Sheehan dissenting, the
Yederal Reserve Bank of New York
was authorized and directed, until
otherwise directed by the Committee,
to execute transactions for the System
Account in accordance with the follow-
ing domestic policy directive:

The information reviewed at this meeting suggests
that real ocutput of goods and services is declining
in the current quarter, mainly because of the oil
situation, and that prices are continuing to rise
rapidly. In January industrial production declined
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again, nonfarm payroll employment dropped, and the
unemployment rate rose above 5 per cent. Prices of

both farm products and industrial commodities increased
very sharply. Wage rates have continued to rise
substantially in recent months, although not so

sharply as prices.

After having appreciated for several months, the
dollar has declined somewhat on the average against
foreign currencies in recent weeks., U.S. controls
on capital outflows were removed at the end of
January, and several foreign countries have relaxed
controls on capital inflows. The U.S. trade sur-
plus rose sharply in December and in the fourth
quarter as a whole.

The narrowly defined money stock, after increas-
ing substantially in the last 2 months of 1973,
declined in January; mosgt recently, however, it
hag appeared to strengthen. Broader measures of
the money stock continued to rise in January, as
net inflows of consumer-type time deposits remained
relatively strong. Expansion in business loans and
in total bank credit accelerated, and banks stepped
up issuance of large-denomination CD's. Since mid-
January, short~-term market interest rates have
fallen appreciably, and long-term rates have
declined somewhat.

In light of the foregoing developments, it is
the policy of the Federal Open Market Committee
to foster financilal conditions conducive to resist-
ing inflationary pressures, cushioning declines in
production and employment that are being induced in
large part by the oil situation, and maintaining
equilibrium in the country's balance of payments.

To implement this policy, while taking aceount
of intermational and domestic financial market
developments, the Committee seeks to achieve bank
reserve and money market conditions consistent with
moderate growth In monetary aggregates over the
months ahead.

Secretary's note: The specifications agreed
upen by the Committee, in the form distri-
buted following the meeting, are appended to
this memorapdum as Attachment C,
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The Chairman then noted that the Committee had planned to
discuss two further matters today. One was the staff's recommenda-
tions regarding the release of the 1968 FOMC minutes with certain
sensitive passages withheld, which had been briefly considered at
the previous meeting. The other was the report of the staff
comnittee on bankers' acceptances, dated January 29, 1974, and
entitled "Recommendations on Desk Operations in Bankers'
Acceptances."lf

Mr. Mitchell said he would be prepared to approve the staff
recommendations regarding the 1968 minutes but would prefer to have
the report om banmkers' acceptances held over until the next meeting.

Mr. Brimmer expressed a gimilar view.

By unanimous vote, transfer
to the Natjonal Archives of the
FOMC minutes of actions and memo-
randa of discussion, on the basis
described in a memorandum from
the Secretariat dated January 14,
1974, was authorized.

Mr, Brimmer suggested that the staff be asked to review
again the desirability of reducing the lag in the release of FOMC

policy records from the present 90 days to 60 days. The next meet-

ing of the Committee would be the annual organization meeting, and

1/ A copy of this report has been placed in the Committee's files.
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that would be an appropriate time for the Committee to consider the
matter once moreoij
It was agreed that the next meeting of the Committee would

be held on March 19, 1974, at 9:30 a.m.

Thereupon the meeting adjourned.

Secretary

1/ Subsequent to the meeting, in respomse to an inquiry by the
Chairman, the Secretary expressed the view that this would not be
a good time for the Committee to deliberate on the desirability of
such an innovation in policy record procedures, primarily because
another inmnovation--the inclusion of quantitative information on the
Committee's short-run targets—--was about to be made.



ATTACHMENT A

Ralph G, Bryant
February 20, 1974

FOMC Briefineg on International Developments

{Mr. Bryant supplied the following detailed statement

for the record. His oral remarks at the meeting

summarized the main points of this statement, )

There are several reasons to be apprehensive about the
world balance-of-payments situation and the outlock for the world
economy,

Another month's work has not led analysts of world payments
to scale downwards the estimates of the impacts of last year's increases
in petroleum prices., Thus, so long as these prices persist at anything
like their present levels amd petroleum production is not cut back
sharply, the OPEC countries as & group are expected to rum a staggering
current account surplus in 1974 -- probably scme $50 billion or more,
A correspondingly large curreant account deficit will have to be accepted
by the industrial and non-oil developing countries.

The huge current account surplus of the OPEC countries will
necessarily lead to an accumulation by them of foreign assets. So
far, however, there is hardly amy concrete evidence either about the
forms that this capital backflow will take or its country distribution.
Whatever the forms and country distribution, we do know that serious
financing problems lie shead. There is no reason, for example, to

believe that the country distribution of the capital backflows will
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match up smoothly with the country pattern of current account
deficits.

Parenthetically, I might note that most thinking about
this oil-generated transformation of the world payments situation
has focused on the problem of how to get through the year 1974,

The outlook for 1975 and beyond depends critically on the evelution

of petroleum prices. However, short of a rollback in o0il prices that
reverses the bulk of the 1973 increases ~- and that much of a rollback
seems to me quite unlikely -~ the chances are good that 1975 will see
us still struggling with the unprecedented financing problems that
loom before us for 1974.

Within the overall picture, the outlooks for individual
countries' balances of payments vary greatly. A number of industrial
countries, for example, have prospects that appear tolerable for the
remainder of 1974; this group includes Germany, the Benelux countries,
Switzerland, Norway, and Sweden. Japan and France appear to be cases
of intermediate difficulty, in the sense that national authorities
there believe they can see their way clear, without encountering
serious obstacles, to arranging adequate financing, The United
States is a special case, since it is the country whose capital
account is thought most likely to be strengthened, albeit indirectly,
by the backflow of funds from OPEC countries.

The real pressure points in the payments outlook for major

industrial countries are the United Kingdom and Italy, Taken together,
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these two countries have been projected as running current account
deficits in 197k of some $12-15 billion. Both already borrowed
heavily in 1973 to finance what were already weak current-account
positions., To give you only the concluding judgment and none of

the analysis: the U.X, and Italy both are likely to run into financing
difficulties this year; both have very difficult domestic economic
situations; and both may experience severe pressures on their exchange
ra&tes in coming months,

The exterpal payments and reserve positions of individual
non-oil developing countries alsc vary, BSome of these countries,
having already benefited from last year's surge in commodity prices,
are no more poorly placed than industrial countries to cope with their
larger bills for oil imports., Many other developing countries, however =-=-
India is 2 prime example =-- are moving into positions that genuinely
seem to deserve the adjective "'desperate,”

This already troublesome situation has still another
complicating dimension, If one adds up (as Working Party 3 of the
OECD did last week) 21l the national aims or forecasts for industrial

countries' current account balances, and adds in a provisional estimate

for the deficits of the non-oil LDCs, one finds that there are not
enough projected deficits to match the surpluses that OPEC countries

are expected to have. WNationsl aims or forecasts are incompatible
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in the aggregate, and ome or more individual countries are bound to
have their aims or forecasts frustrated, An incompatibility has

often existed in the past, but this year -- with the ball game having
been drastically altered by the oil price increases -- the incompati-
bility is of a more serious magnitude; and there is also a much

greater risk of national policy actions that, seen from the perspective
of the world situation as a whole, can turn out to be competitive and
self-defeating,

If the world payments situation provides grounds for being
apprehensive, so does the world-wide outlook for inflation and
economic activity. Again, of course, the prospects for individual
countries vary widely., By and large, however, the outlock is for
an onerocus combination of extraordinarily high rates of price
increase and substantial weakening in real output.

Every major industrial country is expected to register a
worse price performance this year than last., 4s you well recall, last
vear already notched up inflation rates to distressing heights; increases
in consumer prices in major industrial countries during 1973, for
example, ranged from a low of some 7 percent upwards to 15-20 percent,

(The figure for the United States itself was nearly 9 percent,)
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Degpite this worsened outlook for inflatiom, the risks
of slipping into a generalized recession in real activity and employ-
ment later this year seem uncomfortably great., Some data -- notably
for industrial production and for employment -- already bear witness
to a slackening of real growth in Europe and Japan, While this
evidence does not yet clearly presage an excessive slowdown, those who
judge the risks of a generalized dowmturn to be greatest emphasize
that the contractionary effects on real demand of the higher oil
prices are for the most part still in the pipeline; not enough time
has elapsed, they argue, for the bulk of these effects to have begun
 show in actual statistics, The peak contractionary effect in Furope
and Japan would, on this view, occur during the second half of 1974,
This bearish picture differs, of course, from the relatively optimistic
official forecasts of most naticnal authorities, who see a pick-up
in real activity in the gecond half of the year after a temporarily
weak first half,

In concluding, I want to emphasize the interdependence
between the cutlook for economic activity and the outlook for balances
of payments, If a generalized downturn in real activity were actually
to materialize, the balance-of-payments pressures on the United Kingdom,
on Ttaly, and on many of the LDCs would be further intensified, These

countries can try to pursue policies that make room for the supply



of additional exports, and thus hope to bring about smaller deficits
in their weak current accounts, But whether their exports actually
expand at a more vapid rate is obviously not entirely up to them; it
depends in a critical way on the evolution of demand in the economies
of their trading partners,

At a minimum, the countries with weak balances of payments
will not be in a position to take the lead in stimulating domestic
demand should such a stimulus be needed in the industrial ecoonomies,
Hence the authorities of those countries with stronger balance-of~
payments positions -~ especially the United States and Germany --
have not only & great responsibility to their owm citizens, but also
an important responsibility to the rest of the world, for recognizing
promptly, and dealing with expeditiously, any excessive softening in

production and employment that begins to develop in their own economies,



ATTACHMENT B

February 19, 1974

Drafts of Domestic Policy Directive for Consideration by the
Federal Open Market Committee at its Meeting on February 29, 1974

GENERAL PARAGRAPHS

The information reviewed at this meeting suggests that
real output of goeds and services is declining in the current
gquarter, mainly because of the oil situation, and that prices
are continuing to rise rapidly. In January industrial pro=-
duction declined again, nonfarm payroll employment dropped,
and the unemployment rate rose above 5 per cent. Prices of
both farm products and industrial commodities increased very
sharply. Wage rates have continued to rise substantially in
recent months, although not so sharply as prices.

After having appreciated for several months, the dollar
has declined somewhat on the average against foreign currencies
in recent weeks., {.5. controls on capital outflows were removed
at the end of January, and several foreign countries have relaxed
controls on capital inflows, The U.S5. trade surplus rocse sharply
in December and in the fourth quarter as a whole,

The narrowly defined money stock, after increasing sub-
stantially in the last 2 momnths of 1973, declined in January;
most recently, however, it has appeared to strengthen. Broader
measures of the money sStock continued to rise in January, as
net inflows of consumer-type time deposits remained relatively
strong. Expansion in business loans and in total bank credit
accelerated, and banks stepped up issuance of large-denomination
CDR's. Since mid-January, short-term market interest rates
have fallen appreciably, and long-term rates have declined
somewhat.

In light of the foregoing developments, it is the policy
of the Federal Open Market Committee to foster fimancial con-
ditions conducive to resisting inflationary pressures, cushioning
declines in production and employment that are being induced in
large part by the oil situation, and maintaining equilibrium
in the country's balance of payments,



OPERATIONAL PARAGRAPH

Alternative A

To implement this policy, while taking acceunt of inter-
national and domestic financial market developments, the Committee
seeks to achieve bank reserve and money market conditions con=-

sigstent with somewhat greater growth in monetary aggregates over
the months ahead.

Alternative B

To implement this policy, while taking account of inter=-
national and domestic financial market developments, the Committee
seeks to achieve bank reserve and money market conditions con-
sistent with moderate growth in monetary aggregates over the
months ahead.

Alternative C

To implement this policy, while taking account of inter-
national and domestic financial market developments, the Committee
seeks to achieve bank reserve and money market conditions con~-
sistent with quite moderate growth in monetary aggregates over
the months aghead.



ATTACHMENT C

February 20, 1974

Points for FOMC guidance to Manager
in implementation of directive Specifications

{As agreed, 2/20/74)

Longer-run targets (SAAR):

(first and sacond quarters combined) Ml 5«3/4%
M 10%
2
Proxy 8-3/47

Short-run operating constraints:

1. Range of tolerance for RPD growth
rate (February-March average): 3-1/2 to 6-1/2%

2. Ranges of tolerance for monetary
aggregates (February-March average): M 6-1/2 to 9-1/2%

M 9-1/2 to 12-1/2%

3. Range of tolerance for Federal funds
rate (daily average in statement
weeks between meetings): 8-1/4 to 9-1/2%

4, Federal funds rate to be moved in an
orderly way within range of toleration.

5. Other considerations: account to be taken of international and domestic
financial market developments.

If it appears that the Committee's various operating constraints are
proving to be significantly inconsistent in the period between meetings,
the Manager is promptly to notify the Chairman, who will then promptly
decide whether the situation calls for special Committee actiom to give
supplementary instructions.



