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Transcript of Federal Open Market Committee Meeting of
July 6-7, 1981

July 6--Afternoon Session

CHAIRMAN VOLCKER. That’s only a formal gavel. The meeting
can come to order. I should mention first of all that we have a new
member of the Committee in the broader sense. Is he a member in the
narrower sense--I should know this--at the moment?

MR. ALTMANN. He is a member, which means he has a vote.

CHAIRMAN VOLCKER. I want to welcome Si Keehn from Chicago.
I'm sure you are all aware of this at this point. I don’t know if you
have had any meetings with the Presidents vet.

MR. KEEHN. Not quite yet, just having come in last week.

CHAIRMAN VOLCKER. You haven’t been introduced to all the
bureaucracy of the Federal Reserve. You can be introduced to this
portion of the bureaucracy. We welcome you.

The second item of business is the election of the General
Counsel. As you know, Neil Petersen left some weeks ago, and I think
we are fortunate here at the Board in having enticed Mike Bradfield to
come as General Counsel. And I think it’s appropriate that he be made
General Counsel of the Committee. I am familiar with Mike, as are
some other people here, because he was with the Treasury for some
vears; and he has recently been in private practice in a firm in
Washington. If somebody would like to make a motion to that effect--

MR. SCHULTZ. I move the election of Mr. Bradfield as General
Counsel.

VICE CHAIRMAN SOLOMON. Second heartily.

CHATIRMAN VOLCKER. That'’s right, we have several people here
who have worked with him closely in the past. Without objection, we
have formally disposed of that.

I would like to change the [order of the] agenda a little
because enough has been going on with the money supply and interest
rates recently that I think it would be useful to have that
background, if you are prepared, Mr. Meek. We will approve the
minutes first.

MR. SCHULTZ. So moved.

CHAIRMAN VOLCKER. Without objection the minutes are
approved. Are you prepared to talk, Mr. Meek?

MR. MEEK. Yes sir.
CHAIRMAN VOLCKER. We’ll go to Mr. Pardee next just to
complete this part [of the agenda] and then go to the general economic

situation.

MR. MEEK. [Statement--see Appendix.]
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CHAIRMAN VOLCKER. Where are the CD rates today?

MR. MEEK. They were about 17.70 percent last Thursday and
are somewhat lower than that today--about 17.50 percent after our
operations today, I would say.

CHAIRMAN VOLCKER. How is FNMA raising the money [they need]
if they have cut back [on their monthly offerings in the market]?
Where are they going for money--discount notes?

.MR. MEEK. Through the discount notes mostly.

MR. PARTEE. What fraction do they have in the discount
notes? Is that a pretty big figure, Paul?

MR. MEEK. I had a call in today to find that out, but I have
not gotten the figures. The market says that the rollover is quite
substantial.

MR. SCHULTZ. I hope when you are talking about municipals
being the "wallflowers in the industry" that you are not suggesting
that people are now papering their walls with them!

MR. PARTEE. That comes next year!
CHAIRMAN VOLCKER. Questions or comments?

MR. BOEHNE. Regarding this spread between rates on U.S.
Treasuries and agency issues: 1Is that pretty widespread throughout
the agencies?

MR. MEEK. It‘s pretty widespread. What has happened with
FNMA, as I said, is that a good many people have taken them off their
[approved] list, and it’s harder for FNMA to sell anything longer than
the four-year issue that they came out with. 1It’s a much wider spread
than I think lasted for any length of time in 1974. There was a brief
period ([then] when it got up to 75 to 100 basis points. But they have
a significant problem. The new management of FNMA met with the
industry about a week ago and everyone is impressed with their plans
and with the kind of appreciation they have of their problems. But
it’s going to take some time to resolve them. Basically I believe, as
the Fortune article on FNMA reported, that the portfolios are under
water by a very substantial amount.

CHAIRMAN VOLCKER. Mr. Winn.

MR. WINN. Mr. Chairman as I listen to this and think back
over what we’ve had to read, I become more and more impressed with the
fact that we are hung by our own petard in the M-1B concept. If one
really tries to convert that to a deposit category, and makes any
allowance for the money funds and for repos, then the whole
perspective changes. One’s whole interpretation and thinking about
this changes. I just think we are hanging onto something that is not
very real. I know the difficulty of trying to get rid of it, but it
certainly--~

CHAIRMAN VOLCKER. We have one proposal to get rid of a range
on M-1B.
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MR. WINN. It really alters one’'s whole perspective on this
to think about it in a realistic sense.

MR. PARTEE. Well, I don’t know. The report that Paul gave
sounded to me like very tight money in the old fashioned sense of the
term.

MR. WINN. Well, I think one understands it a lot better if
one thinks of it in terms of the behavior being somewhat different
than reported.

MR. WALLICH. Do you mean that it naturally has a higher
growth rate or--

MR. WINN. Sure. You get a much higher growth rate if you
convert this. We talk to people who are using money funds for their
deposits; they’'re banking the rest of it. Something has to give.

MR. WALLICH. So it ought to have a lower growth rate? I'm
just trying to understand the thrust of your remark.

MR. WINN. My thought is that if you change the measurement
of what we call [M-1B], then you get a different behavior path. And
vou get a different outlook on this whole history as well as on
current developments.

CHAIRMAN VOLCKER. I don’'t understand fully the statistics on
the money market funds. Everybody I talk to is using them like crazy
and the statistics don’t show that.

MR. WINN. That’'s right.

MR. AXILROD. Mr. Chairman, we have the preliminary results
of the survey from Michigan in which we surveyed a thousand or so
accounts and asked about their money market funds.

CHAIRMAN VOLCKER. [You mean] a thousand or so people, right?

MR. AXILROD. People. And there were very close to a
thousand [with] accounts in money market funds.

CHAIRMAN VOLCKER. Oh, really? How big was the sample?
MR. AXILROD. Well, you are going to tax my knowledge here.
MR. PRELL. About 5,000.

MR. AXILROD. 1It’'s 5,000 households of which 1165 had an OCD
account. Just adding quickly--there’s close to a thousand or a little
under that have money market fund accounts. We asked all holders [of
such accounts] the number of checks written per month. I don’'t have
it by the amount of deposits at the moment, but 76 percent wrote no
checks, 18 percent wrote 1 to 3 checks, 2 percent wrote 4 to 9 checks,
and 2 percent wrote 10 or more checks per month. That’s very
consistent, of course, with our measure of the velocity of these
accounts, which is very low.
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VICE CHAIRMAN SOLOMON. But how many withdrew money on 24-
hours notice, Steve, without writing a check?

MR. PARTEE. I don’'t think we asked that.

VICE CHAIRMAN SOLOMON. You can set up your account right
away .

MR. AXILROD. Well, that’s true. We asked: If money market
funds were not available, where would the money be? That’s another
indirect way of getting at it. The answers were: Non-interest
checking, 2 percent; interest checking, 3 percent; and the rest was in
savings accounts, and the bulk in money market certificates.

MR. WALLICH. The analysis that only a very small fraction
use the account actively and that, therefore, it is like a savings
account may be misleading. That’s because [if] only 5 percent or so
of the holders use the account as if it were a checking account, that
part really ought to be added to M-1B.

MR. BOEHNE. I‘m impressed with the number of small bankers
in small towns in rural areas who now are running into their own
customers who are putting money into money market mutual funds. The
sophistication of this is spreading to areas where in the past it has
been slow to go. It seems to have happened in the last 4 or 5 months,
since the beginning of the year.

CHAIRMAN VOLCKER. Any other questions, comments? Mr. Black.

MR. BLACK. Paul, how did you interpret this "3 percent or
lower" [reference to M-1B growth in the directive]? Was there any
floor in your mind on that "or lower"? When we voted on the 3 percent
or less, most of us would not have anticipated the kind of weakness we
had in the aggregates, nor probably would we have voted for that ahead
of time had we known it. Yet, as the aggregates began to come in more
weakly, vou lowered our nonborrowed targets to account for that
weakness, which seemed counterproductive to me if you had in mind some
floor not too far below 3 percent. If you had in mind no floor, that
seems appropriate.

MR. MEEK. When the Committee consulted by phone on the 17th
of June, the amount we had lowered [the nonborrowed path] at that

point was $180 million, and the shortfall was not all that great. We
have seen quite a lot of weakness, of course, since that time.

MR. BLACK. After you constructed the path on 3-1/2 percent
and you got persistently [low] figures, you still moved it down
somewhat after that, didn’'t you?

MR. MEEK. No.

MR. BLACK. Didn’t you?

MR. MEEK. No, it has not been moved down.

MR. PARTEE. No, that was the decision in the conference
call.
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MR. MEEK. Except that there was an adjustment. We came out
of that Wednesday with the very high borrowing that I mentioned, and
there were some spillover effects into the next week, when borrowing
also ran high. And the overshoot in borrowing in that first week was

then disregarded in that sense.

CHAIRMAN VOLCKER. It has not been moved down; it also wasn'’t
moved up. And 1if the borrowings have fallen out since that time, they
have just fallen out.

MS. TEETERS. [During this periocd] we‘ve had some rather
peculiar borrowing patterns within the week. Sometimes borrowing was
very late in the week and it was very early in the week a couple of
times. What explanation do you have for that?

MR. MEEK. I think one has to start with the Memorial Day
weekend when there is some suspicion that borrowing was as heavy as it
was over the weekend because we were coming toward the end of the
quarter and people felt entitled, in some sense, to use the window.

It was a long weekend and borrowing was quite heavy over that weekend.
Thereafter, we had a kind of alternating pattern in which borrowing
tended to be low and then high in successive weeks, which is not an
unfamiliar pattern with banks who tend to bet that the next week is
going to be like the [current] week. So, if Wednesday is tight, they
are likely to figure that out and borrow on Friday. That gives a
profile for the week of high borrowing before the weekend and low
borrowing afterward. If borrowing then toward the end of the week
tends to be low, which happened in several weeks, and money market .
conditions are easier, that tends to make banks borrow less before the
weekend--less than called for by our path--with the result that by
Wednesday the amount they have to borrow is substantially more than
the average, and interest rates go up.

MS. TEETERS. We’ve had some exceptionally tight Wednesdays,
haven’'t we?

MR. MEEK. We'’'ve had some very tight Wednesdays. AaAnd as I
[mentioned in my statement], I think [in the days prior to] the
Wednesday in the middle of June, the willingness to accumulate
deficiencies on the part of the banks reflected a conviction that
interest rates were moving lower automatically because the economy
seemed to be weakening and the M-1B numbers were coming out weaker.
The banks assumed, I think, that at the end of the week it would be
cheaper to cover their positions than it was at 18-1/2 percent before
the weekend. That presumption was not at all consistent with our
reserve path. So, on Wednesday the 17th of June, banks wound up
borrowing $6.4 billion in order to have over $5 billion of excess
reserves that day to balance their position.

MR. AXILROD. Mr. Chairman, I think it might be helpful in
response to President Black’'s question to point -out, with regard to
the additional very sharp weakness that occurred in M-1B, that the
data became available only Wednesday and Thursday when we had a sharp
downward revision in deposits of a couple billion dollars for the week
of June 24th relative to path. And preliminary data suggested a drop
of almost $7 billion in the week of July 1st.
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CHAIRMAN VOLCKER. If I remember it correctly, two weeks ago
when we already had some June numbers, we were assuming [that M-1B in]
June was minus 3 percent or something like that. We are now assuming
two weeks later that it was minus 10 percent.

MR. AXILROD. Most of that occurred in the last two days.
CHATIRMAN VOLCKER. Mr. Roos.

MR. ROOS. Paul, isn’t it our purpose, though, to impose the
discipline of monetary policy upon the banks? And won’t the fact that
they had to pay more teach them a lesson? Won't it teach them that if
we want to discourage their extending credit, for example, that they
have to take it seriously and not anticipate that we’ll be there with
the funds they need for their reserve requirements when they need
them? In other words, isn’t this really the strategy of our whole
policy currently, and isn’t the level of the fed funds rate reflecting
exactly what we want to achieve, if our strategy is right? We’'re
using it as a means of affecting the commercial banks’ credit
activities.

MR. MEEK. What I was just describing was the conflict
between their expectations and our reserve strategy.

MR. ROOS. They haven’'t had this unfortunate experience in a
long time.

MR. MEEK. [Unintelligible] that took place. That changes
their expectations, you see, and has market effects [such as I}
described.

CHAIRMAN VOLCKER. Where is the federal funds rate today?

MR. MEEK. I walked in here [directly] from the airport, so I
don’t know.

MR. AXILROD. It may be just under 20 percent by now. It has
been right around 19-3/4 to 20 percent all day.

VICE CHAIRMAN SOLOMON. He started doing his operations at
19-3/4 percent; it bounced up a bit.

MR. MEEK. We did $3-1/2 billion of 3-day repurchase
agreements today. On Thursday, both the New York and Board staff
projections suggested that we should be absorbing reserves this week
and, in fact, that was a fairly general forecast in the Street. We
discovered a big shortfall the next day, and the estimates this
morning showed a need to add $1.1 billion of reserves on our numbers
and $1.9 billion on the Board staff’s numbers. So we did $3-1/2
billion of 3-day RPs, which would supply about $1-1/2 billion [on
average for the week].

MS. TEETERS. What was the shortfall? Was it in float?

MR. MEEK. Yes, and the banks’ Treasury balances [were a
little high].
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MR. PARTEE. I was surprised, Larry, by what you said. It
seems to me that this could be a miscalculation on the part of the
banks. But it could be an unfortunate exercise. We have been
spending quite a lot of effort, if I understand it, trying to say to
the market that we don’t watch the funds rate and that what we do is
to operate on aggregates. So, looking at a weakening in the
aggregates, I think an intelligent banker might say: Well, that means
there are going to be more reserves around and the market is going to
ease. So [the banker] operated on that presumption and then, in fact,
found that the market didn’t ease. Why? Because we were reducing our
nonborrowed reserve target in the early part of the first four weeks
or so in order to keep the funds rate from declining.

MR. ROOS. Well, Chuck, I thought our strategy essentially
was to attempt to bring down inflation by controlling the availability
of bank credit. And I think the banks have been accustomed in the
past to assuming that when Wednesday came around somehow or other the
Fed would supply the necessary reserves in order to resist the
otherwise upward movement of the fed funds rate. Now, by letting the
fed funds rate flow upward, even though it’s more expensive to themn,
we will discourage their provision of credit. Am I mixed up?

MR. PARTEE. Well, no. My point was simply that on
Wednesday they either come into the window or they don’t come into the
window; [that has been their practice] for a long time. My further
point was that they could look at what they regarded as being pretty
weak money numbers and they could look at our statements to the press
that we were going to provide the reserves and let the funds rate go
where it would, and they might conclude that the funds rate ought to
ease if the money numbers are weak. Now, Steve’s point, I think, is
the most relevant one, which is that it has only been in the last few
days that the numbers have been all that weak. So, it’s the hazard of
not following the regime that we said we would.

MR. BOEHNE. Is the weakness that has become apparent in the
last couple of days going to show up in the figures that are published
this afternoon?

MR. AXILROD. Only to a degree. This afternoon we will
publish data for the 24th and that will show no change in M-1B from
the previous week. But in the preliminary estimate we had expected a
$2 billion increase. For July 1lst our preliminary numbers, for what
they’re worth, show a $4-1/2 billion drop in the actual figure from
what we had projected. But that won’t show up [in our published datal
until next Friday, if it stays.

MR. PARTEE. It could be revised quite a bit couldn’t it,
Steve?

MR. AXILROD. Yes. The preliminary numbers have been
revising $1 to 32 billion, at least recently since the MCA.

MS. TEETERS. Is it consistently in one direction or not?
MR. AXILROD. Well, we had two downward revisions [in a row].

MR. BOEHNE. We seem to be in one of those patterns [where
the revisions] go the same way.
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CHAIRMAN VOLCKER. We have to ratify the transactions.
MR. PARTEE. So moved.

SEVERAL. Second.

CHAIRMAN VOLCKER. Mr. Pardee.

MR. PARDEE. [Statement--see Appendix.]

—_— VICE CHAIRMAN SOLOMON(?)., I think [the situation] is serious
myself, because there are quite a few industries that are losing
competitiveness very rapidly and are having difficulty getting export
orders at these levels [of the dollar]. I have a report that the
Treasury is projecting a $50 billion deficit next year on the current
account. We'’ve been projecting a somewhat smaller deficit than that.

MR. SCHULTZ. Current account or trade account?

VICE CHAIRMAN SOLOMON. Current account. Under those
circumstances, the dollar is going to start crashing and it has a long
way to go. And there is going to be very little [foreign central
bank] cooperation. I [heard] that at

The feeling is that one of the
reasons don’t ask for cooperation is first, that they
don’t want the United States to hold a lot of
secondly that, when the dollar starts to fall, they don’t want to have
created a precedent whereby they would have to give us cooperation.
The whole tenor or the atmosphere [is that] the kind of cooperation
we’ve had in the last few years with central banks has been seriously
demoralizing. This is what telling me also when I was
in Europe. I'm not saying that we are going to be able tc do very
much about it, given the Treasury’s view, but I think it’s not a happy
situation at all.

MR. WALLICH. Would you think that if we did operate in the
market, we could have changed these [exchange] rates much or could
have kept them significantly lower?

VICE CHAIRMAN SOLOMON. If we had had consistent and
cooperative intervention both by the Bundesbank and ourselves, yes,
they would be significantly lower because the foreign exchange market
would be influenced by that to some degree. And so maybe would
corporations. I'm not saying our intervention as such makes that
difference. If the psychology is not handled in such a way that the
psychology of the traders is influenced by our cooperative
intervention, then it’s self-defeating. But we had a problem also
with the Bundesbank, which followed extremely erratic intervention
policies. They've gone as high as $700 odd million in one day and
then the next day [have done nothing]. For example, today the
Deutschemark fell very rapidly and sharply and they didn’t spend a
dime. On other days they will spend a lot of money. I don‘t think
that kind of intervention, even when large, is of any use at all. It
doesn't change the psychology of the traders [and reinforce the view]
that it’s a two-way street.

MR. ROOS. Tony, weren’'t these the same guys, though, who
back in the fall of 1979 jumped all over our Chairman allegedly
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because just the opposite scenario was occurring? They were concerned
about the expansiveness of our policies and the dollar was terribly
weak, and I remember our discussing this and wringing our hands
somewhat around this table about that problem. Aren’'t we damned
whatever we do?

VICE CHAIRMAN SOLOMON. There is a tendency always for the
Europeans, and to some extent the whole world, to be super critical of
us since we are the biggest economic force. There’s no question about
that. But I think the situation was very different in the fall of
1979. What they were looking for then was gome meaningful monetary
policy [action] that would promise to check our rate of inflation,
which was running very high and was having an indirect spillover
effect on the dollar. There were no complaints in terms of the level
of cooperation between central banks on intervention.

MR. PARTEE. Are you hearing reports of noncompetitiveness of
U.S. manufacturers?

VICE CHAIRMAN SOLOMON. Yes.
MR. PARTEE. What kinds of industries? Chemical?

VICE CHAIRMAN SOLOMON. Chemicals have been very prominent,
but we’'re getting reports of some others, such as textiles.

MR. GRAMLEY. I don’‘t think one ought to look at the fact
that American industries are becoming less competitive as an
altogether undesirable thing in the sense that this is one of the ways
in which the incidence of monetary policy shifts and gets moved around
from those industries that are heavily dependent upon credit to
others. The problem as I see it--and this is where I would agree with
Tony--is that the lags in this whole process are very different. What
may well happen is that two years from now we will be looking at a
current account deficit of enormous magnitude [that is] slowing the
economy down a lot, and we will be driving interest rates down because
we’re trying to keep our own domestic economy going, thereby
aggravating our inflation problem because of what is happening to the
exchange rate. It would be a lot better if we could smooth this
process out a little through intervention policy.

VICE CHAIRMAN SOLOMON. We won’'t be masters of our own
domestic monetary policy if at that point it makes sense domestically
to ease and we’'re running a $50 billion current account deficit and
the dollar is reacting the way I would expect it to be reacting. Even
[though] last month’s German current account and trade figures were
disappointing, the Germans are fairly confident that they will come in
substantially lower in ‘81 and with a surplus in ’82. At some point
the markets will turn around, and I think the extremes of this roller
coaster are unnecessary. We could be in a situation where we’'re going
to need that kind of cooperation.

MR. CORRIGAN. Chuck, I’'ve had reports of noncompetitiveness
[with foreign producers] even in computers and high technology in the
last couple of months.

MR. MORRIS. That’s true in Boston, too.
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MS. TEETERS. This doesn’t jive with the staff presentation
this morning on the deficit that is in the projection. The staff
doesn’t anticipate that the value of the dollar is going to fall more
than 4 or 5 percent. 1Isn’t that right, Ted?

MR. TRUMAN. Yes, from the average of the second quarter.
It’s a decline of 4 percent from where we are now.

MS. TEETERS. I assumed there was a self-correcting mechanism
and people say it’s not going to work.

"MR. BOEHNE. Tony, from the European side, is the main
concern with the high dollar a capital outflow problem or is it this
issue you’re talking about that there’s a lack of cooperation here and
that countries may not be the masters of their monetary policy?

VICE CHAIRMAN SOLOMON. ©Oh, I think they’'re more concerned
about the immediate impact on their currencies. There’s a secondary
level of concern among some of them, not among others, about the fact
that in the longer run cooperation is going to be eroded. Some of
them, on the other hand, may be perfectly happy to see a major
reversal of this, in which they would not come in and support the
dollar as strongly [unintelligible]. They feel that the present
policy has freed them from that obligation. Obviously, they’'re still
going to support the dollar at some level because it can be very
damaging to them for us to get too competitive on exports. But this
policy carries things to such an extreme, given the lag in the J curve
effect that--

MR. BOEHNE. We trip up with the lag.

VICE CHAIRMAN SOLOMON. It‘s just begging for more and more
amplitude in the swings. Add that to the volatility of our domestic
interest rates and it begins to have a damaging effect on the volume
of world trade and the volume of economic activity. Anyway, that’s my
view. I don’t know what to recommend, but we are confronted--

CHAIRMAN VOLCKER. The implication is that the Germans want
to intervene. I haven’t seen any [evidence] of that.

VICE CHAIRMAN SOLOMON. No, the German government would like
to see cooperative intervention between the Bundesbank and the Federal
Reserve. The Bundesbank, or at least the head of the Bundesbank, is
reluctant for the two reasons I mentioned: One, he doesn’t want to
see the United States holding too many deutschemarks simply because it
gives us more independence and we're less controllable; and secondly,
when the dollar has turned around, he doesn’t want us to be able with
more moral clout to ask for intervention because of the fact that he
had asked us to intervene earlier. I would say that there's a clear
split in many ways right now between the Bundesbank and the German
government. The German government’s view is that one has to ignore
short-term interests in the interest of stronger international
cooperation. There’s quite a difference of view, which they’re
prepared to talk about, between them and the Bundesbank right now.

MR. GUFFEY. Does this have any implication at all for our
swap arrangements and the conditions under which we could draw on
them?



7/6-7/81 11-

VICE CHAIRMAN SOLOMON. Not in any formal sense. But I think
you’'re right if you’re implying--assuming that our policy of benign
neglect continues--that if there’s a reversal and the dollar comes
under heavy pressure and they are reluctant to support it with their
own resources and we start supporting it by wanting to activate the
swap line, it is possible there will be somewhat less enthusiasm and
maybe more foot dragging on our activating the swap line.

MS. TEETERS. Well, there are two different points of view
here. We'’re looking at the possibility of a current account deficit
of fairly sizable proportions, which you’'re saying could bring about a
very sharp decline in the value of the dollar. ’

VICE CHAIRMAN SOLOMON. At a later time.

MS. TEETERS. At a later time. Our staff has taken just the
opposite point of view: That we’re going to get a sizable deficit and
some decline in the dollar but not a collapse. Is that correct, Ted?

MR. TRUMAN. It depends on what you define as a collapse.
The dollar today is 1.09 on this weighted average we use. We have it
at the end of next year at 1.00. Is a 9 percent decline a collapse or
not? That is the first proposition, the trade weighted dollar. The
second proposition, after this correction, is that when we try to run
it out and see what happens beyond 1982, the current account deficit
essentially stabilizes at the $25 to $30 billion dollar range. That'’'s
not $50 billion but it is a very large deficit. But it does stabilize
under that scenario; it doesn’t get worse. Those, I think, are
consistent with the kinds of numbers that President Solomon was
describing. It is describing a process, though perhaps not as far as
others might think it would go. If the dollar moves [down] sooner,
then we are not going to get quite as large a deficit, but we might
have more--

VICE CHAIRMAN SOLOMON. I would guess--and Ted, I’'d be
interested in your guess--that a 9 percent decline in the trade

weighted value of the dollar probably is going to be something like a
30 percent decline against the deutschemark.

MR. TRUMAN. Probably something like that.

VICE CHAIRMAN SOLOMON. Now, a 30 percent decline is not
collapsing in the sense of the whole financial system collapsing or
anything like that, but I'm simply saying--

CHAIRMAN VOLCKER. Wait a minute. A 30 percent decline?

MS. TEETERS. That takes us back to 1.80.

MR. TRUMAN. A 20 percent decline would take it into the
1.90s.

MR. WALLICH. That would imply a very sharp rise in the
D-mark against most other currencies.

MR. PARTEE. Of course, a higher dollar would be having a
very favorable effect on our own inflation rate in the meantime. We’d
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be getting the benefit that the foreigners were getting a couple years
ago.

CHAIRMAN VOLCKER. Do I detect a ground swell here in favor
of intervention?

MR. PARTEE. I don‘t feel it. I think it’s working pretty

well.
MR. MORRIS. Does it make any difference?
CHAIRMAN VOLCKER. Yes.
. MR. PARTEE. You mean in what the value [of the dollar] would
e?

MR. SCHULTZ. Whether the Treasury will {[want to intervene],
given its--

VICE CHAIRMAN SOLOMON. 1It’s not only the Treasury; it’s also
the present management of the Bundesbank. The two together I think
probably make it less [likely] even if all of you feel very strongly
on this side--if you all feel strongly as I do. I don't see it, given
the joint position [of the Treasury and the Bundesbank]. Now, in a
few months it may be beneficial--

MR. GRAMLEY. Mr. Chairman, does it make any difference what
we think?

CHAIRMAN VOLCKER. Of course, we have independent powers
[but] we endeavor to cooperate internally as well as externally. Do I
detect a ground swell?

MR. MORRIS. I certainly do.

MR. CORRIGAN. A cooperative policy of intervention is better
than not having one and I think the arguments that Tony makes are
really the cogent ones over a period of time. I’'m not sure it matters
day-to-day in terms of any particular exchange rates, but in terms of
being able to ameliorate at least some of these more violent swings
that produce these crazy effects over time, I think it is desirable.

VICE CHAIRMAN SOLOMON. Leutwiler, the head of the Swiss
National Bank, said to me a couple of weeks ago that he feels that the
more permanent disadvantage of the policy, as distinct from the
Bundesbank position, is that the foreign exchange market will not be
as easily convinced in the future that there is cooperation among
central banks. He feels that when the time comes when there is
cooperation again, it’s going to take a lot more money and a much
longer period of time for that stand to have credibility and to have
an impact on the exchange markets. It is true that in the last year
or two, when the exchange market would see the Bundesbank and the
Federal Reserve acting in very close harmony, they would pay a heck of
a lot of attention.

CHAIRMAN VOLCKER. I'm not so sure.
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MR. WALLICH. Basically it is a matter of supply and demand
in the market. You may change some people’s minds and thereby shift
the demand and supply schedules, but if we have a $25 billion deficit,
it has to be financed from somewhere. It isn’'t going to come because
traders take positions supporting the dollar. It will have to be
financed either by central bank action--they once bought $35 billion
in one year and it didn‘t accomplish much--or it has to be financed by
our borrowing abroad and putting that into the [exchange] market.

VICE CHAIRMAN SOLOMON. Sure. Current account deficits have
to be financed. But you would agree I‘m sure, Henry, that there are
short-term capital flows that, based on expectations and movements in
exchange markets, can go way bevond [unintelligible] in the opposite
direction, depending on the particular psychology.

MR. WALLICH. Well, it’'s the possibility of affecting that
psychology that I don‘t feel very optimistic about.

MR. SCHULTZ. I just don’'t know [at what point] we’d
intervene. I recall that we were surprised that the mark moved from
180 to 190 and we were intervening and then it went from 190 to [200].
Those were big moves. Why didn’'t we go in at that point? I don‘t
know--

MR. PARTEE. We bought quite a few.

MR. SCHULTZ. Yes, we did; we bought quite a few
[deutschemarks] at that time. And now look how much further it has
gone. It’s terribly difficult to know when to intervene. I do think
we’d be a lot better off if certain people in the Administration would
not make such a public [declaration] about nonintervention and the
fact that we’re not going to do anything. It seems to me that we’d be
a little better off if there were a little less talk about it, but I'm
not sure that I'm for jumping in with a policy of [large-scale]
intervention.

MR. WALLICH. Well, one has to consider, in addition to the
arguments that Tony has made for German nonintervention, that they
would be buying dollars at a very unfavorable rate if they bought any
[ahead of] a near-term decline. So, that’s not--

VICE CHAIRMAN SOLOMON. Nobody would expect them to support
the dollar even under the tightest of cooperation at anywhere near
these levels. I don’t mean to carry this too far. Even though I may
be among the most concerned here, Paul, I’'m not recommending that you
do anything about it and take on a confrontation in this area at the
same time that we have other problems in domestic monetary policy. It
doesn’t seem to make a lot of good sense at this point.

CHAIRMAN VOLCKER. Trade one [problem] for another.

VICE CHAIRMAN SOLOMON. Do you mean now that we’re following
a more and more [unintelligible] on the domestic scene we can get more
[unintelligible]?

CHAIRMAN VOLCKER. Divert the argument. Well, I haven't
detected a full-scale ground swell.
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MR. GUFFEY. I would join those who would like to have a more
cooperative intervention policy. If that, added to the two or three
other voices, is a ground swell, then--

MR. WALLICH. I would be very happy to support it.

MR. GRAMLEY. I would be very happy to go back to the old way
of doing things, if it could be done without a fight with the
Administration. I can’t think of grounds on which I would less want
to do battle than this one.

MS. TEETERS. Well, at least at this point in time.

MR. PARTEE. I think the question can be left to developing a
strategy as the dollar drops. It’'s too late now to rescue anything on
the up side I think. We did, of course, have a very active
intervention policy right up until January 20 or thereabouts.

MS. TEETERS. Just as a point of information, when are the
Carter bonds due? And how big are our balances over and above the
amount that we owe in Carter bonds?

MR. TRUMAN. First, Carter bonds are due at the end of this
month. And the answer to the second guestion is that we have about
$5.8 billion over and above the Carter bonds.

VICE CHAIRMAN SOLOMON. But not in deutschemarks.

MR. TRUMAN. Not all of it. We have $5.8 billion over and
above the Carter bonds, $3.6 billion of which is in DM. That’s it.

MR. BOEHNE. I think Chuck is right. We can’t fight this out
philosophically. We have to wait until the flag is on our side; we
have to wait until the dollar comes down.

MR. GRAMLEY. Unfortunately, if we wait that long we could
figure, as Tony indicated earlier, that we wouldn’t have the foreign
central banks on our side any more. It’s going to be a lonely battle
to fight. I think the die is cast; there’s not much else we can do.

MR. PARTEE. Just demand rules of the gold standard, that’s
all, right?

MR. WALLICH. You’ll hear more about that soon.

CHAIRMAN VOLCKER. I'm not convinced that it would have made
much difference in the actual level of the dollar; in terms of
atmospherics, it may have made some difference. If we haven’t any
more questions about that, we can turn to the economic situation over
a prolonged period as background to our deliberations, keeping in mind
that we have to make quite a few decisions over the course of our
meeting, presumably tomorrow morning for the actual decisionmaking.
Are you prepared, Mr. Kichline?

MR. KICHLINE. Prepared for what?

CHAIRMAN VOLCKER. Anything! Go ahead.
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MESSRS. KICHLINE, ZEISEL, and TRUMAN. [Statement--see
Appendix.]

CHAIRMAN VOLCKER. Questions?
MR. CORRIGAN. You didn’‘t say anything about answers.
CHAIRMAN VOLCKER. You have a chart here on the money supply.

MR. GRAMLEY. It’s plotted wrong. It’‘s plotted in the middle
of the period; it should be plotted at the final period.

CHAIRMAN VOLCKER. Well, that’s what I was wondering. I
wondered what was plotted. I can’t find it at the moment.

MR. KICHLINE. For M-1B?

CHAIRMAN VOLCKER. Yes. Those are the changes fourth
quarter-to-fourth quarter?

MR. KICHLINE. They are changes fourth quarter-to-fourth
guarter, adjusted, beginning in 1975 to date. We tried to incorporate
some ad hoc adjustments for ATS and NOW accounts. I think they are
the familiar numbers.

CHAIRMAN VOLCKER. Yes, I just didn’t know whether they were
fourth quarter-to-fourth quarter.

MR. KICHLINE. In 1980 it’'s 6-3/4 percent.

CHAIRMAN VOLCKER. I would note in that connection that I’'ve
been trying to keep track of the annual year-to-year changes. Of
course, we won’t know what the quarter-to-guarter changes will be for
this year either until we finish the year. But it loocked for a long
while as if it was going to be difficult to make the year-to-year
change less than it was last year. Last year adjusted it was 6.7
percent, which was the same as in ’'79. With this slump in June, if we
remain within our targets without a weird pattern, we’'re going to have
a year-to-year decline. If we’re at the midpoint of the range or
below, it will be a sizable year-to-year decline in the adjusted
figure. 