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Since the May 20 meeting of the FOMC, the dollar has come under sporadic
bursts of selling pressure. On balance dollar rates have declined by 3 percent against the
German mark, 4 percent against the Swiss franc, by 2 percent against the pound sterling
and 2 percent against the Japanese yen. Against the EMS currencies and the Swiss franc
the decline would have been much greater except for our intervention. During the period
the Desk sold a total of $1.8 billion of German marks of which $1 billion was for Federal
Reserve account and the rest for the Treasury. Swap drawings by the Federal Reserve on
the Bundesbank increased by $734 million, to $1,065 million. In addition, we sold $187
million of Swiss francs, of which $141 million was for the System and entailed drawings
on the swap line in the amount of $11 million equivalent. Since the German mark is low
within the EMS currency band, we supplemented our operation in marks by selling also
the currency which was at the top of the band, the French franc. Sales of French francs
amounted to $53 million, and we increased our swap debt to the Bank of France by that
amount to $127 million. In sum, Federal Reserve swap debt, all incurred since the turn in
interest rates in April, now amounts to $1,203.5 million equivalent. Selling pressure on
the dollar has been particularly strong on recent days; market participants widely expect
that the pressure will continue and perhaps intensify over the weeks ahead. To market
participants we talk to, our operations are again being perceived increasingly as an effort
to prop up the dollar rather than simply to smooth out fluctuations or to restore good two-
way trading. It is precisely in such an environment that intervention rapidly loses its

effectiveness.



The market remains extremely sensitive to interest differentials; through much
of the period, short-term interest rates in the U.S. and the euro-dollar market have
fluctuated at about the same levels and occasionally below interest rates in comparable
instruments in Germany and in the Euro- mark market. This is a relationship which is
considered unfavorable by market participants in view of the wide difference in inflation
rates which remains between the two counties and which is expected to remain evenas
our own inflation rate may abate somewhat as the result of the recession here. Large
amounts of funds have flowed into Germany, for longer-term investments as well as
short-term; the German authorities have been quite receptive to those flows, particularly
from major OPEC investors, in view of the need for Germany to finance its own
substantial current account deficit this year. In addition, U.S. interest rates are currently
below rates in all other major countries, with the exception of Switzerland. The pound
sterling in particular has benefited from interest-sensitive inflows, but so have the French
franc and the Japanese yen. The recent rise of the Swiss franc shows that speculative
flows out of the dollar, simply on the expectation that the franc will appreciate against the
dollar, are emerging once again.

Economic activity is no longer quite so buoyant in most other countries,
although for the moment only the U.K. may be in a clear downturn. Some central banks
have begun to cut their interest rates, such as the Dutch and the Belgians, and last week
the Bank of England’s minimum lending rate was reduced from 17 to 16 percent. But the
German Bundesbank has not budged an inch, despite several indications of slower
growth for the German economy. Indeed, the Bundesbank even allowed the Frankfurt

money market to tighten up in lat June and early July and although some liquidity has



since been pumped into the market, there is little expectation in the market that the
Bundesbank is likely to ease up at least until the fall. In public pronouncements,
Bundesbank officials have sought to encourage that expectation. Long-term rates in
Germany have declined but this is widely interpreted as a sign that inflationary
expectations in Germany are receding and that D-mark bonds have been attractive to
OPEC and other international investors.

Interest rate comparisons are not the only concern of the market. Traders of
course recognize that as the U.S. economy contracts sharply, inflation is likely to abate
somewhat and that substantial improvement is possible in our trade and current account
position. There are some private forecasts of a current account surplus for later this year
and in 1981. But exchange market participants remain alert to any evidence that the U.S.
authorities may be easing up on their resolve to combat inflation or are in any way
distracted from their anttinflation efforts because of the recession or because it is an
election year. Consequently, the heaviest selling pressures on the dolar during the period
erupted, first, after the partial relaxation in the Federal Reserve’s special credit restraints
in late May and, then,  the announcement of the phasing out of those restraints last
week. Market participants had no particular love for that program, to the extent that one
provision or another was a constraint on their own actions individually. But the program
has been a symbol of the resolve of the U.S. authorities to go to drastic lengths to deal
with inflationary expectations and once that symbol had been removed, questions
immediately emerged whether that resolve remains as firm as it had been.

In addition, the phasing out of the special restraint program was announced at a

time when tax-cut fever seemed to have gripped American politicians. Market



participants, particularly Europeans, are worried that the Administration can no longer
hold the line on fiscal restraint and that, with a recession developing during the election
year, the Federal Reserve will also be subjected to intense pressure to ease monetary
policy. Elsewhere, no one is questioning the resolve of the German authorities to fight
inflation, or the Swiss authorities, or for the moment the British or the French authorities.
The Japanese look like they may emerge with a strong government after the recent
election, in which the fight against inflation was a major promise by leaders of the ruling
party.

With market psychology becoming so adverse for the dollar, we have faced the
risk that any significant selling pressure on the dollar could cumulate quickly. The
position of us at the Desk, and of our counterparts at the Bundesbank, has been to
coordinate our intervention closely so as to blunt the force of selling pressure early rather
than let it build up a head of steam. The occasional but temporary firming up of U.S.
interest rates, transmitted on to the Euro-markets, has also helped avoid the buildup of
speculative positions.

Nevertheless, we have not had the luxury of a buoyant dollar in several
months, and our margin for maneuver has dwindled. The dollar is now some 2 percent
away from its historical lows against the mark, and in view of the many chartists in the
exchange market these days, we could easily have an escalation of selling should the
dollar fall to new record lows. We are beginning to dig more deeply into our intervention
resources. Bundesbank officials are beginning to show that they would be reluctant to
join us in continued sizable operations. The mark is one of the lowest currencies in the

EMS, so the Bundesbank cannot act aggressively in the exchanges as a supplier of marks



even if they decided to. The market is beginning to talk of a new realignment in the EMS
in September to take account of inflationary differentials since the last realignment last
fall, which means that we could face added strains on the exchange market, and on the

dollar, as a result of a buildup of speculative positions among European currencies.
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In pursuing reserve objectives consistent with the monetary growth desired by the
Committee, the Desk encountered for a time monetary weakness akin to that experienced
in the previous intermeeting period, but as June unfolded, both M-1A and M-1B
strengthened to achieve about the minimum growth desired while M2 continued to run
well above its growth objective. As a consequence, the Desk pursued reserve objectives
above the minimum levels implied by the Committee’s objectives with the exception of a
single week when the minimum reserve paths were in force.

Both total and nonborrowed reserves came in close to desired levels in the fifst
4-week subperiod and appear to be on target for the final three weeks. .Adjustmem
borrowing, after a one-day bulge in the first week, has been minimal, averaging about
$75 million, and has been unaffected by the reduction in the aiscount rate from 13 to 11
percent in two stages. The Federal funds rate, which averaged 10 % percent in the \;veek
of the last meeting, came down quickly to the 9 V2 percent working floor established at
that time. The rate came off further to the 9 percent area once the 8 Y2 percent lower limit
became effective following the June 5 telephone consultation. More recently, the rate has
been trading more around 9 Y4 to 9 ¥z percent.

Since the Desk’s reserve targets were consistent with frictional levels of
adjustment borrowing throughout the interval, the lower end of the Committee’s effective

Federal funds rate range came into play on several occasions. In the early days of the



period, the Desk had to mop up reserves quite visibly, notably when the initial relaxation
of the credit restraint program was followed by a drop in the rate well below the 9 2
percent lower limit then prevailing. Then, following the June 5 consultation, the Desk
intervened again to absorb reserves when the rate dropped below 8 2 percent. A
conditioning factor at the time was the downward pressure the dollar encountered in the
foreign exchange market. A weak dollar was even more important after the second
discount rate cut to 11 percent on Junel2, when the Desk intervened early to mop up
reserves when Federal funds again traded below 8 2 percent despite a sizable projected
reserve need. More recently, with the dollar weak in the exchange markets after
termination of the credit restraint program, we intervened yesterday to absorb reserves in
the market even with the Federal funds rate a bit above the bottom end of the range.
Outright operations during the period included purchases of not quite $900 million of
Treasury coupon securities in the market and of about $500 million bills from foreign
accounts.

After declining sharply before the last meeting, yields on debt instruments
continued to fall through about mid-June, but have since retraced a portion of their earlief
post-meeting declines. Looking back over the entire episode since early April, one is
impressed by the extent to which the coincident slowdown in the economy and the
decline in key monetary measures in April-May galvanized both investors and issuers of
securities into action. The rush to commit funds was so pervasive that the markets for
corporate and municipal debt absorbed a record $35 billion new issues during the second
quarter, while the Treasury and Federally sponsored agencies raised net new cash of $8

billion. Even after the recent backup of long-term taxable yields, yields on long-term



Treasuries (at about 10.30 percent) and on Aaa-rated telephone utilities (at about 11.30
percent) were 2 %2 to 3 percentage points below their peaks.

In this longer perspective, the recent backup in yields reflects a reappraisal, whose
likely duration is being debated by market participants. Investors have turned notably
cautious. The very size of portfolio acquisitions in the quarter significantly reduced the
urgency of making further additions. The rebound in the monetary aggregates in June
has suggested to many analysts that the Federal Reserve might not have to press reserves
as aggressively on the banking system to achieve its annual monetary goals as they had
thought earlier. Long-term investors also are concerned that a sizable Federal tax cut in
1981 could well increase the budget deficit to a range of $50 to $80 billion in fiscal 1981
and reduce the gains to be expected in reducing inflation. Analysts also have been
increasing their estimates of the Treasury’s near-term cash needs and note that the cut in
reserve requirements will result in sizable System sales of securities.

Underwriters and dealers with sizable trading positions responded quickly to the
shift in customer mood in mid-June. Their outright sales and hedging actions led to a
rapid rise of 70 to 80 basis points in long-term taxable yields, albeit they remain 50 basis
points or so below May 19 levels. The Federal Reserve’s announcement last Thursday of
the dismantling of the March 14 credit restraint package initially buoyed the hopes of
market professionals that interest rates will still work irregularly lower, but concern about
Treasury financing and the dollar have tempered that view. Investors are still not
exhibiting much interest, remaining concerned that signals from the monetary aggregates
and the real economy will be more mixed in the future than through most of the second

quarter.



Short-term interest rates fell quite sharply through mid-June, but then backed up
considerably as Federal funds and RP rates rose rather than continuing to fall as many
had expected. Rates on three-month Treasury bills, which were around 9 percent at the
time of the May meeting, fell below 6 %2 percent in mid-June, partly because of
anticipated reinvestment demand and sizable foreign account buying. But demand
proved disappointing and rates adjusted back to around 8 percent when financing costs
exceeded rates of return by a sizable margin. In Monday’s auction, rates of the three- and
six-month bills were set at 8.21 and 8.11 percent, respectively, still down 74 and 81 basis
points from the rates set just before the last meeting.

Increased Treasury financing needs resulting from the recession have already
meant that the Treasury has raised more cash in the recent period than in the
corresponding period a year ago. Looking ahead, the Treasury had estimated its third-
quarter needs at $11 to $14 .billion before the May quaﬁer]y financing. It now expects
them to be above $20 billion and market estimates range from $18 to $25 billion.
Fortunately, the debt ceiling was finally raised to $925 billion on June 27, so the Treasury
will not face the need to re-schedule auctions as it did when temporary extensions of the
existing ceiling beyond May 30 played hob with orderly marketing of debt. Even now,
however, the Treasury may not be able to get additional bond issuing autﬁon‘ty in time for
the August financing. The amount of long-term bonds that can be sold may only be
about $1.5 billion, whereas $2 billion or more would be typical. We had given some
thought to the possibility of additional coupon purchases to help give the Treasury an
incidental assist to the extent we purchased securities issued under present authority. But

the reduction in reserve requirements in the July 30 week now makes that unlikely.



In view of the substantial cut in requirements, I would think it prudent for the
Committee to increase the leeway for change in the portfolio between meetings to $4

billion from the usual $3 billion.



JAMES 1,. KICHLINE
July 8, 1980

FOMC CHART SUHOW--INTRODUCTION

During ouvr presentations this morning we will be referring to the
package of chart materials distributed to you. The first chart in the
package displays the principal assumptions that have been employed in
developing the staff's forecast. For monetary policy, we have assumed
growth of ¥-1A avevaging 4-1/2 percent over 1980~~consistent with longer-—
run Alternative 1 In the Bluebhoox——and continuation of that growth on
average 1n 1981. For fiscal ponlicy, we have assumed unified budpet
expenditures a little higher than in the forecast prepared for the last
meeting of the Committee. A more ilmportant change in the fiscal assump-
tion, however, is the inclusion of a tax cut beginning January 1931.

The tax cubt includes income tax rate reductions for both individuals and
businesses as well as liberallzed depreciation allowances. Although

the accelevated depreciation portion results in only a $3 billion loss
of revenues in the Initial year, the revenue costs build over the. next
few years and the economic effects might he viewed_appropriately.as
equivalent to an investment tax credit with first year costs of $10 bil-
lion.

Both monetary and tiscal policy are viewed as exerting a
restraining influence on the economy over the forecast horizon. The
next chart shows tie behavior of the Treasury bill rate expected to be
conslstent with the inonetary aggregate assunption and the performance of
the economy. The bill rate has plunged from its peak in the first quar-
ter, but as growth of nominal GNP piclks up later this year and especially

in 1981 dinterest rataes will have to rise tn hold growth of M-1A to



4-1/2 percent. The bill rate is expected to be around 10 percent early in
1981 and rise further to the nelghborhood of 11-1/2 percent late in the year,
while the 1ncome velocity of M~1A ig also rising substantially.

The next chart displays some information on the federal bhudget
and fiscal policy. The Administration's wmid-vear budget figures are still
in a highly preliminary state but they seem likely to entall a deficit
somewhere between $55-360 billion for FY 1980, or a little higher than that
in the staff forecast. For FY 1951 the Administration deficit figure
could ba in the $30-535 billion range, including the impact of a $25 billion
reductlon In taxes. The much higher staff deficit is accounted for princi-
pally by a weaker economic rvecovery during 1981. Even with the assunmed
tax cut in the staff forecast the budget on a high employment basis—-the
:lower'panel——moves further into surplus. Thus discretionary fiscal policy
would still act as a restraining influence, in distinct contrast to the
performance during previous recessionary periods.

Mr. Zeisel will continue the presentation with a discussion of

recent and prospective domestic economic develapments.



Joseph S. Zeilsel
July 9, 1980

FOMC CHART SHOW

The first chart in the next section portrays the sharp-
ness of the contraction in key sectors cof the economy during
recent months. As shown in the upper left hand panel, housing
activity weakened in early 1979, responding to monetary policy
constraints, and starts turned sharply downward after last
October's volicy actions; they have fallen precipitously since.
The picture for retail sales--the right hand panel--if anvthing,
looks worse. Since theixr peak in January real retail sales have
fallen more than 10 percent, the sharpest postwar four-month drop
on record. Unit auto salces have been especially weak despite
extensive price cutting, and significant declines have been
recérdedifor sales of smaller, fuel-efficient models--both
foreign and domestic--as well as for larger cars.

The bottom two panels indicate the associated produc-
tion and cmployment adjustments. The cut in auto output has
about matched the decline in salés,and auto stocké have tended
to stabilize, albeit at high levels relative to sales. Overall,
however, producticn and employment adjustments are still being
made to past declines in final demands.

As portrayed in the next chart, the staff expects that
the contraction in overall output will continue to the end of this
year. We estimate that the second quarter, just past, saw GNP fall
at a near record 9 percent annual rate, and expect this to be the

sharpest contraction in this cycle. Over the second half of the



year the rate of decline is projected to average about 4 percent.
Assisted by the'tax cut, recovery is expected to begin carly

next year with real GNP advancing by about 2-1/2 pcrcent over the
four guarters of 1981.

The bottom panel compares this cycle with other post-
war contractions. The cumulative decline from its peak in the
first guarter to the trough in the fourth is projected to total
about 4-1/4 percent, substantially more than in any postwar drop
other than 1973-75. Moreover, the recovery is anticipated to be
more sluggish than any postwar experience, a function partly ot
comparatively tight monetary and fiscal policies.

There are several reasons for feeling that the momentum
of the decline should moderate over the next few guarters. As I
mentioned eaflier, auto assemblies have been brought fairly closely
into line with demand, and with the recent easing of credit condi-
tions, sales and production should pick up somewhat in the near
future..

Moreover, there are some suggestions that the contraction
in housing demand and activity may be close to bottoming out. The
top panels in the next chart show the sharp decline in mortgage
lending commitments and the collapse of housing demand over the
past half year. The recent sharp downward movement of mortgage
interest rates, shcown in the lower left panel, and the rebcund in
deposit growth at thrifts that accompanied the general decline in

rates should turn housing demand and mortgage lending around.



Indeed, the top panel of the next chart illustrates clearly the
close correspondence of mortgage loan volume, with a few months
lag, and the movement in time and savings deposits at S&Ls, which
have turned upward.

As 1s illustrated in the bottom panel, we are projecting
a pickup in housing that is somewhat under the pace of past cyclical
recoveries, with activity constrained by historically high interest
rates as well as by sluggish general economic conditions. By the
end of 1981 we expect housing starts to reach a level cof about 1.4
million units.

The next chart portrays the inventory problem that has
developed in the past few months in the wake of the precipitous
drop in sales. In comparing the two teop panels, it is evident
fhat inventory-sales ratios have bégunvto take on the chéractefﬁ
istics of. the late 1974 situation. However, substantial produc-
tion of adjustments are under way which should limit the extent
of my irventory cycle. After an exceptionally large runup in
April, manufacturcrs' stocks grew little and wholesale stocks
declined in May, as industrial production was cut sharply further.
A decline in cutput as large or larger appears to have occurred
in June, which should prevent stocks from backing up further. As
the middle panel shows, we anticipate that business will succeed
in keeping stocks in line with sales, and as is evident in the
bottom panel, this implies an inventory runoff during the second
half of the year, with an upturn in the spring of 1981 when sales

pick up.



Although inventory investment may support growth in
1981, business fixed investment may stunt the recovery through-
out much of next year. In the next chart, the upper left hand
panel shows the drecp in demand for business vehicles over the
past year. Typically, cancellations of short lead-time items
such as trucks are among the first adjustments that are made in
capital spending. The right hand ‘panel portrays new orders for
nondefense capital eguipment, and indicates the developing weak-
ness in commitments for longer lead-time capital outlays. 1In
conjunction with the decline since early last year in contracts
for commercial and industrial construction, these data portend
a continued downtrend in fixed capital spending over the balance
of this yearé

The outlook for 1981 is more uncertain, but as is-indif
cated in the middle panel, we are projecting a drop in capacity
utilization rates in manufacturing to a level not much above that
reached at tﬁe bottom of the 1975 recessién, which should réduce
the urgency for new capital formation. With profit performance
poor and nominal interest rates high, we are forecasting a decline
in real capital spending throughout 1281--kut one that moderates
as the effects of corporate tax cuts and accelerated depreciation
begin to take hold.

The next chart addresses the government component of
spending. As Mr. Kichline noted, fiscal policy in 1980 and 1981

remains unusually restrictive for this stage of a cycle. BRut we



do expect that defense spending will be accelerating. The pro-
jected rate of fise——about 8 percent in recal terms--is somewhat
above that proposed by the administration, but in line with
recent Congressional actions.

Total real government purchases--the bottom panel--are
projected to rise quite modestly, damped by continued restraint
in federal nondefense outlays and a general decline in real state
and local purchases as these jurisdictions react to downward pres-
sure on their receipts, both taxes and federal grants.

The next chart presents in the top panel the pattern of
projecﬁed change in aggregate real disposable income through 1981.
Following a sharp contraction this year as employment is cut back,
we foresee an historically weak recovery in real income in 1981
in line with the poor performance of overall output grbwth. Tt
is also i1mportant to note that the assumed January 1 personal
income tax cut only about coffsets the bite of increased social
security taxeS'énd inflation-induced increasés in personal inéome
taxes. As the middle panel shows, the saving rate is expected to
stabilize in the 5 percent range, significantly above the unusually
low levels of the past few guarters, but well below the rates that
obtained earlier. The low saving rate projected reflects our view
that consumers will strive to maintain Jliving standards in the
face of sluggish real income growth and continued increases in

the relative price of necessities such as energy.



As the bottom panel indicates, these various factors
have led us to forecast a small cgrowth of real consumer spending
in 1981--about 1-1/2 percent, an unusually sluggish performance
early in a recovery.

The next chart portrays the employment outlook. Jcb
cuts are expected to continue throuagh yecar-end, with only a small
employment increase in 1981. Nonfarm employment has alrcady
fallen by over a million since February and is projected to fall
further by over half a million by year-end, with most of the cuts
in cyclically sensitive manufacturing.

’While we assume that labor force growth also will slow--
as it did in the 1974-75 period--we expect a rate of increase
about in line witﬁ,growth in working age population. Thus,
unemployment should@d continue to increase, reaching about 9 per-
cent in early 1981, and kegin to ease off in the latter half of
nekt year.

As the néxt chart shows, we expect tﬁe rise in unemplov-
ment to make only a small dent in the rate of increase in hourly
compensation. With prices continuing to rise rapidly, we anti-
cipate only a modest easing of wage pressures, particularly in the
highly organized sectors where indexing is more prevalent. More-
over, any easing in wages will be offset in part by the scheduled
sharp rise in social security taxes.

We do anticipate a cyclical improvement in productivity

in 1981, shown in the middle panel, although the gain is likely



to be moderate, in line with the sluggish recovery in ocutput. As
the bottom panei shows, this still) leaves unit labor costs rising
at a relatively rapid 7-1/2 percent rate over 1981.

Moreover, the improvement in unit labor costs is likely
to do little for prices. As indicated in the top panel of the
next chart, unit labor cost increases are projected to remain
above the underlying inflation rate throughout most of the period.
Thus, firms may be expected to use any easing in their costs pri-
marily to improve their profit positions.

As the bottom panel shows, the rise in energy prices 1is
assumed to moderate significantly in 1981. Nevertheless, including
the effects of decontrol, domestic energy prices are expected to be
rising at close to a 20 percent rate over 1981. Food prices are
expected to accelerate later this vear as a fesult of reduced meat
supp}ies, and in general the food situation is not projected to
contribute to reduced inflation through 1981.

Finally, the next chart shows the staff's current view
of the cutlook for overall inflaticn. We expect the combination
of an unusually protracted period of slack markets and a moderation
in the upward trend of energy prices to result in some easing of
the inflationary situation in 1981--but the progress will be
slight; total prices are projected to ease from a 10 percent rate
during 1980 to about 8-1/2 percent by the latter half of 1981.

Mr. Truman will now continue witﬁ a”di§cussioprof7t@§

international situation.



FOMC Chart Show Prezern
it cTruman
July 9, 1980

fu
f

[
3
ot
v

The red Tine in the vuper panel of the first internaticral chart

shows thal the weighted average foreign exchange value of the dollav |
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fluctuated without & discernible trend for almost two years. Recently, ihe
do1lar has retreated to the Tower end cf ils range of fluctuation, unde

the influence of declining interest rates on dollar-denominated assets.
leanwhile, as 1s shown by the black Tine, consumer prices have riscn less
rapid]y ot average in foreign industrial ccuntries than in the United

States. During 1379, consumer prices rose 9 percent abroad -- fourih

quarter over fourth quarter. This yeer we expect a rise of almest 11 percert,
followed by a dece]erationlto ebout 7-1/2 percent during 1981. Thus, over

the forecast period the U.S. inflation rate will remain ahbove the foreignr

Q

rate, but the gap will narrow somewhat as U.S. inflation moves lower,

The Tower panel of the chart shows the (Pl-adjusted value of the
dollar. On this measure, the dollar's rea] exchangc rate is also ebout
unchanged from two yedrs ago, but it is up 5 percent from its lowest point
in 6ctober 1978.

Turning to fhe next chart, as is shown in the upper left-hand
panel, the average rate of increase of real GNP in fore1on induscrial countrizs
is expected to have slowed after the first quarter of 1230 and to record an
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increase of about 1 nercent between the fourih quarter of 1979 and the fourin

quarter of 1980. However, the staff expects that only the United fingden
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Canada will record negative growth this year. Average growih abroad

is projected to pick up to aboui a 2-percent rate next year. Thus, as

-

is shown by the ratio of foreign to U.5. real GNP in the Tower panel,

B R A I S N T3 PO - . LT P B R

i

the United Stetes through the end of this year. In 1981, we expect 2 veverszl.



The last panel on this chart shows lhe interest rate on three-
month, U.S. certificates of deposit and a weighted avervage of foreigr. thrss
nonth, interbank interest rates n Anril the U.S. CD rate fell belos trs
foreign average for the first time since Septamber 1977. HMore recentiy,
interest rates abroad have declined somewhet, and the differential hss
narroved marginall, Further gredual deciines in avereaoe .foreign intsrest

rates are expected during tlie ferecast period as the rate of increasc in
nominal demand slcws zbread.

The next chart illusirates the infiucnce on U.S. trade flows of
some of the underiying factors that I have just reviewed. As is chown in
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the upper teft-hand panel. the recent rapid expansion in the volume ¢f U.S

s is expected to come to @ halt, reflecting the
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non-agricultural exp
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stowdown in Toreign growth and the eliminetion of special fectors. such as<
gold anc silver exports, ihat boo <+od U.S. non-agriculturz]l exporis =i the
end of 1979 and in early 1980.

The lower left-~band panel shows the decline in the vaiue arnd
vo]umefbf U.S. non-cil imports during 1930 as & consequence cf the U.5,
recession. The peak—to—tfo igh decline in volume 1s expected to be about
20 percent.

The table
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hows the staif's assumption thet tre rate of increass

in the price of imported o1l will moderate sver the forezest pericd. Hows s

at the end of 1581 it is expected to be three times its i2vel st the end

of 1978. As is shown in the Tower right-hand pansl, the higher prices

over the next six quarters will be only partially offset by a lower voiums
of U.S. o0il dmportsresulting from the resconse to the U.S. recessicn as
Wall ae o the Bioher seioes. foorosoently s the 1S pd] Smhaes BIVTTS

expected to rise o mdre than $10U Biliiun, at an annual reils, Iy ond &0

{r
]

of the Torecast pericd,



The last internationsl chart summarizes our projection for ihz
external sector of the U.S. econtmy. The tep penel shows that we expsct a

progressive raduction in ths trace deficit extending into early 1981 enc
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a movement into current account surplus late this year. However, by thz er
of 1981, the trade deficit is expected to incresse again and the current-
account surplus te disappear.
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In terms of the GNP accounts, illustrated in the last two pareis,
real exports of goods and services are expected te be essentially unchanged
thraugh~the end of 1981. Thus, the course of real GNP net exports of goods
and services, depicted in the bottom panel by the red Tline, reilects mzinly
projected cyclical movements in real imports of geods and services.

Finally, aTthough the dollar's recent wealness may well not have ria
itself out, we expect the average foreign exchange value of the doller ic
soimewhat higher a year from ndw than it has been recently. The strengihenirg
of the dollar shou]ﬁ be supported by rising interest rates on dollar-
denominated assets at a time when foreign interest rates are expected to
be decliniﬁg. The expected move of our current account into surplus
should also provide support for the doilar, while relative inflation
developments should continue to be adverse.

Mr. Kichline will now complete our presentation.



JAMES L. KICHLINE
July 8, 1980

FOMC CHART SHOU--CONCLUSION

The flrst chart In the final section of vour packet shows the
volume of funds ralsed by domestic nonflnanclal sectors. Total funds
raised this year arve projected to decline appreciably from the peak
reached In 1979 and to rise next vear as economnic activity recovers.

The drop in borrowinp this year is attribatable solely to a fall in
funds raised by the private sector ond, in lact, can be traced mainly

to developments last quarter when both business and household borrowing
plunged. Federal financing requlrements in 1980 and 1981 are projected
t6 be conslderably above those of last year, reflecting the larger bud-
get deficit in prospect. In the bottom panel, funds ralsed relative to
GHP are projected to exhibit a swing during the forecast horlzon that is
éharacter!stic of past pefiods of fucession and recovery.

Howevgr, there are a number of financlal aspects of the forecast
that appear to'ﬁe quite different from past cyclical performance. TIn the
corporate sector, for cxnmple——the‘ncxt chart-—-capltal expenditures remain
well above gross internal funds which keeps the financing gap sizable. The
forecast dees not contain a masslive Inventory runoff nor a collapse of fixed
investment spendlng in nominal terms which would take some pressure off cor-
norate financlal positions. At the same tlme the ilmprovement in profits
next year ls constralned by weak markets and continued pressure on profit

margins.



The lower panels indicate that firms probably will need to tap
short—term markets for an appreclable volume of funds in 1980 and 1981.
Zven though firms generally would seem to be desirous of strenpgthening
thelr balance sheet structures, the size of flnancing nceds will Timit
the extent to which such restructuring will eoccur. HMoreover, glven
the monetary pollcy assumption and the economic outlook, Interest vates
are likely to be rising late this year and in 1981 which may cause some
hesitance to move Into long—term markets.

Thus, as shown In the top lazft panel of the next chart,
corporate liquidity positlons are likely to remain fairly tight and to
éxhlbit much less Improvement than during the 1975 cyclical upturn in
activity. In the household sector, the right-hand panel, financial
positions are expected to strengthen as Suggested by a decline in debt
outstanding relatlve to diépognble income. Even so, by the ead of 1981
this ratio would still be hipgher than anytime prior to the ruuup over
recent years. At.financial ingtitutlons the hottom panels

, & proceys

of addinpg to liquid assets and reducing borrowling is under way. But
2 fue) o =

rising Interest rates and strengthened Lloan demands next year are expected

to be agssocilated with an abatement of this process, and banks and thrift
institutions are likely to be once agaln reaching for borvowed funds in
contrast to recovery periods of past cveles.

The developments in flnancial markets are a reflectlon of the
policy assumptions and the cconomic environment. The next chart shows
selected measures of GNP, prices, the uncmployment rate, and interest

rates through 1983, assuming a tax cut next vear and without a tax cut.



The econometric mocel wias uscd to catend the judgmental forvecast and to
derive the impn;t ol the tax cut.  In 1981, nominal GNP--the top poanel--
is projected to rise considerably faster than doring 1980--with or with-
out a tax cut. The tax cut ds projeocted to increase growth of real (NP
nearly 1-1/2 percentage points over what it otherwise would have been in

1981, and to have virtually no impact on prices in that year.  The unemploy-

ment rate in the feurth quarter of 1981 is projected to be about 1/2 per~
centage point below the no tax cut forccast. However, in both forecasts
the federal funds rate--the bottom panel-—is projected to rise next year
if money growth is to be held to the assumed 4-1/2 percent rate.  In sub-
séquent years the tax cut effects appear in prices while higher intervest
rates have their effects in crowding out private expenditures, thereby
éonstrainjng growth of real CGNP.

The last chart in the package compares thcrstnff and ndministréf
tion economic forecusts., These forecasts assume a tax cut, although it
is not clear what wukeg up thie $25 bitlion cut in the administration fore-
cast. In both 198C znd 1981 the staff is lorvecasting less ropid growth of

nominal GNP thon the administratiorn.  The stalf's forvcast entails a

larger decline in veal GNP this year and o veaker recovery nest, aond is
somevhat more optimistic on prices. The stall's forceecast of unemployment
is higher than the administration in both 1980 and 1981, Finally, it
might Do noted that the administration forecast does not involve an

explicit assumption of growth in a wovetary apgregate. However, the

Treasury bill rate in the final quarter of 1981 is 9-1/2 percent, about

"2 percentage podnts less than in the scalf forccast.
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Principal Assumptions

Monetary Policy

= Growth of M-1A averages 4%z percent in
1980 and 1981

Fiscal Policy

= Unified budget expenditures of
$575 billion in FY 1980 and
$626 billion in FY 1981

= $28 billion tax cut effective January 1981

» $20 billion personal rate reduction

= $5 billion corporate rate reduction

» $3 billion initial effects of accelerated
depreciation |
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Federal Budget
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Nonfarm Employment
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Unit Cost Indicators
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U.S. International Price Competitiveness

March 1973=100
Relative Consumer Prices
Foreign¥/U.S. — 110
— 105
.
Y / 100
LW 1 1
Y [7 \
Y3 l/ \!{ \ 95
Foreign Bxchahge .
. Value of the LS. Dollar™ / y — 90
\/ v \ AT
1, ;!\‘/K
4 £
- o — 85
| | | | | | | |
1973 1975 1977 1979 1981

CPI-Adjt'x‘sted Foreign Exchange Value of the Dollar

March 1973=100
r . _| 110
i
E / ‘t & LLCTRETIET B e
WA R A
— 100
\‘ / Y { X\ ,f”’::»’“‘t N\
[ f 't / N
- \, <.} / ]
/ -
; 3 f A
| Yoo \
| A4 Y — 90
\\ .
LU 1
Py ;
Y i
— “ A A f i‘.
SAVAY
U ¢
| | | | | | \ |
1973 1975 1977

1979 1981

% Weighted average against G-10 countries plus Switzerland using total 1972-1976 average trade of these countries



Foreign Growth™

3-Month Interest Rates

- Q4/Q4 percent change - Percent
Real GNP N
U.S. CDs
- —{ 18
—4
— —{ 14
B B
i —? 10
I 7]
fil \
! !
1 i
i N J -
r | | — N /
] ) /
! I | ] i Y - 8
1 1 I : \' '\/’JK‘! VWeighted Avera
: : : i Foreign Interbank Rate
1111 O 1111 | | |
1978 . 1979 1980 1981 1977 1978 1979 1980
Activity Ratio
- ) 1975=100
Ratio of Foreign Real GNP* to U.S. Real GNP
£~
— VN — 102
: I’ . N
[}
[
[}
4 100
[}
!
[}
[
/
| / — 98
— 96
— — 94
1973 1975 1977 1979 1981

* Weighted average of interest rates of other G-10 countries plus Switzerland using total 1972-1976 average trade of these countries.



Nonagricuitural Exports

Bitions of 1972 dotlars.

Billions of doliars,
ratio scale

140

100

«"‘"’
e
ﬁ“_:m wj//f Volume ]
e . ™
40 | | | |
1977 1979 1981

Non-Qil Imports
Biticns of 1872 doliars,
ratio scale

80

Price of U.S. Oil imports

1978
1979

1980°

1981°

Dollars/ barrel
fourth quarter

13.35
23.68

34.20

39.70

Percentage
change

77

44

16

P=Projection

Oil Imports

e s Vi
Billions of dollars, kiitlions of bairels/day,

ratio scale

120

6@—-// Volume s,‘_,.*“‘«"‘—
40 | { L
V 1977 1979 1981

63

[ea)

[63}

~1

Y

o3

b

[gn]

tio scale

Billions of dollars,

1977 1979

1981

tio ¢ ratio scale
—j120
| o
— ’/ ﬁ 100
l— " —
80
—
— 60
— 40
e
Valume N =]
l | l |



Merchandise Trade and Current Account Balances
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Domestic Nonfinancial Sectors
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Corporate Finance
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Comparison of Staff and Administration
Economic Forecasts

—

1980
Staff Administration

Nominal GNP

Percent change, Q4 to Q4 51 67
Real GNP

Percent change, Q4 to Q4 —40 —31
GNP Implicit Deflator

Percent change, Q4 to Q4 94 1 01

Unemployment Rate
Q4 level, percent . 89 85

1981
staft Administration
11.4 13.7
25 3.7
8.8 9.7
8.7 8.1




FOMC BRIEFING
Stephen H. Axilrod
July 9, 1980

Against the background of the chart show, 1 would like to
review a number of considerations that may affect the Committee's choice
of longer-run monetary targets.

As explained in the Blucbook, we believe that the marked short-

fall in M-1A growth in the sccond quarter relative to our models'

predictions

will not persist over the balance of the year--and that there will, in fact,

be some minor effort bv the public to rebuild excessively depleted cash

balances. Thus, despite no more than about a 5 percent annual rate of

nominal GNP growth projecﬁed for the second half of this year, we would

anticipate demand for narrow money to grow at a rather faster rate. This

assumed behavior of moncy demand would make it plausible for the Committee,

if it wished, to rectain its present -3-1/2 to 6 percent range for M-1A for

1980. TFor example, growth‘in M-1A at-a 7 to 8 percent annual réﬁe ovér

the second half of the yvear would be sufficient to bring growth for the

year 1980 into tﬂo lower half of thg present longer-run range and might

be‘accomplished without extremely 1érge further changes of interest rates.
There are two risks to such a course. On the one side there is

an inflationary risk. We have assumed, as I noted, that the public will

not continue to shift away from cash over the balance of the year as it

did in the second quarter--indeed, that the public will try to make up

a bit of the recent cash shortfall. Should the public continue, however,

to shift away from cash--somewhat as they did {from 1974 through mid-1977--

attempts to supply enough M-1 to move that aggregate into its longer-

term range would lead to a verv substantial lowering of short-term market
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interest rates from present levels, probably a negalive real rate of
interest over the balance of the year in short-term and possiblvy
also long-term markets, and cvidence of inflationary growth of the
agpregates becoming more evident in the behavior of M-2.

I would not want to cxaggerage the inflationary risk of an
cffort to move M-1 back up into its longer-term range. The odds on a
further significant shift away from cash over the balance of this vear
scem reasonably small. The so-called shift in the seccond quarter repre-
sented the largest quarterly shortfall since our experience with
shortfalls beginning vith the mid-'70"s. And on that ground alone, we
may be dealing in good part with an aberration, at least in magnitude.

Which leads to the second risk--the deflationary one, If the
second quarter was in part aberration and the public should wish to
reconstitute depleted cash balances at 'a more accelerated pace than
assumed, cfforts to constrain growth to:the assumed pace would raise
interest rates in the short run by even more than we have projected and
exert further downward pressure on nominal GNP,

A balancing of the risks might suggpest that the ranpge for
narrow money in 1980 should be left unchanged, or, perhaps, reduced a
bit. But decisions about 1980 also need to take account of the prospects
for 1981. Last vear at this time the Committee indicated that it expected
growth in rhe veay ahead--which was then 1980 of course--to be within the
ranges adopted for the current year, and then added a caveat about emerging

economic conditions and changing deposit mix from legislative developments.

This year, I would assume that the Committee would wish to consider a



similar approach, or possibly suggest that it might scek lower growth
next vear, without being very specific.

Either of these two approaches raises a problem, though, and
the problem would be compounded if the 1980 range for the narrov aggregates
were lowered. The problem relates to the fairly large almost 11-1/2 per-
cent rise in nominal GNP that is currently projected for 1981, given the
tax cut that we have assumed. If the Committee wished to seek such a rise
in nominal GNP, and if narrow moncy growth were kept at around the midpoint
of the present range, it would require as noted in the Bluebook, a rise in
the income velocity of narrow money at a rate that has not been seen for
a calendar year since 1955 or on a 4-quarter basis, since the first four
quarters of the 1975 recovery. Our model would suggest that, even given
the rise of interest rates we have projected, narrow money growth should
be about 3 percentage points higher, and growth of income velocity
correspondingly lower, to finarce an 11-1/2 pcrcént GNP growth. Of course,
the model is net to be taken literally, and it may well be underestimating
the degree to which tﬁe public wants to cconomize on cash at the presumed
high level of interest rates, given the increased and increasing sophisti-
cation of savers and the ready availability of money substitutes. Still
there remains the non-trivial chance that even the upper end of the present
longer-run ranges for M-1A or M-1B would not be sufficient to finance GNP
growth in the 11-1/2 percent area next vear.

There may not be so much of a problem for M-2, though. The pro-
jected growth of income velocity of M-2 in 1981 is more within the admittedly

wide range of its historical experience. Apart from that, measured M-2



next yvear will not be affected by introduction of nationwide NOW accounts,
as will measured M-1A and M-1B. However, even with this aggregatce, there
scems to be little, if any, scope for reducing the range next year. We
would project growth in both M-2 and M-3 to be near the upper limits of
their present ranges in 1981 as recovery of income generates more saving.
and increcased credit demands cause banks and thrift institutions to bid
actively for those funds, Thus, it may be difficult to achicve a reduction
in money growth rates even if the Committece shifted its emphasis [rom M-1A
or M-1B to M-2.
In sum, it would appcar that the most promising practical choices
before the Committece are:
~- with respect to the money supply ranges for 1980, either
(a) leave them unchanged, though perhaps indicating that
the narrow money measurcs may be in the lower part of the
ranges, or (b) lower tﬁc ranges for M-1A and possibiy
also M-1B,perhaps only the bottom ends of the ranges, to
suggest thc‘bossibility that the Committee would not seek
very sharp acceleration of money growth over the balance
of this year. If the top of the range were lowered to avoid
a widening of the range, or to achieve a narrowing, this
would increase the risk that growth in 1981 might be above
the upper limit of the 1980 range.
-- with respect to the money supply ranges for 1981, either
(a) indicate that growth would be expected to be within the

ranges established for 1980, or (b) suggest that further
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progress in lowering growth is expected, without being
specific as to growth rates or growth ranges at this point,
while noting that the degrec of progress depends on economic
circumstances and that in any cvent interpretations of the
aggregates will be affected by the impact of introduction
of rnationwide NOW accounts and further development of such
newer investment outlets as money market funds.

with respect to bank credit, that would appear to be the
clearcest candidate for some range reduction in 1980; a
reduction to a 5 to 8 percent range might mean that the
range would not need to be raised in 1981 as credit demands

increcase in line with cconomic recovery.



