MEMORANDUM OF DISCUSSION

A meeting of the Federal Open Market Committee was held

in the offices of the Board of Governors of the Federal Reserve

System in Washington, D.C., on Tuesday, October 21, 1975, at

9:00 a.m.

PRESENT:

]

Burns, Chairman
Volcker, Vice Chairman
Baughman

. Coldwell
Eastburn
Holland

Jackson
MacLaury

Mayo

Mitchell

. Wallich

*

. L] .

FEEERFREER

Messrs. Balles, Black, and Winn, Alternate
Members of the Federal Open Market
Committee

Messrs., Clay, Kimbrel, and Morris, Presidents
of the Federal Reserve Banks of Kansas City,
Atlanta, and Boston, respectively

Mr. Broida, Secretary

Mr. Altmann, Deputy Secretary

Mr. Bernard, Assistant Secretary

Mr. O'Connell, General Counsel

Mr. Partee, Senior Economist

Mr. Axilrod, Economist (Domestic Finance)

Mr., Gramley, Economist (Domestic Business)

Mr. Solomon, Economist (International Finance)

Messrs. Boehne, Davis, Green, Kareken,
Reynolds, and Scheld, Associate Economists

Mr, Pardee, Deputy Manager for Foreign Operations
Mr. Sternlight, Deputy Manager for Domestic
Operations
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Mr. Coyne, Assistant to the Board of
Governors

Mr. Zeiselgll Associate Director, Division
of Research and Statistics, Board of
Governors

Mr. Keir, Adviser, Division of Research and
Statistics, Board of Governors

Mr. Gemmill, Adviser, Division of Internatiomal
Finance, Board of Governors

Mr. Wendel,l/ Associate Adviser, Division of
Research and Statistics, Board of Governors

Mrs. Farar, Economist, Open Market Secretariat,
Board of Governors

Mrs, Ferrell, Open Market Secretariat Assistant,

Board of Governors

Mr. Leonard, First Vice President, Federal
Reserve Bank of St. Louis

Messrs. Eisenmenger, Parthemos, and Doll,
Senior Vice Presidents, Federal Reserve

Banks of Boston, Richmond, and Kansas City,

respectively

Messrs. Hocter, Brandt, and Balbach, Vice
Presidents, Federal Reserve Banks of
Cleveland, Atlanta, and St. Louis,
respectively

Mr. Keran, Director of Research, Federal
Reserve Bank of San Francisco

Ms, Tschinkel, Adviser, Open Market Operatioms,

Federal Reserve Bank of New York

By unanimous vote, the Committee
ratified the action taken by members on
October 3, 1975, increasing from $3 bil-
lion to $4 billion the limit specified in
paragraph 1(a) of the Authorization for
Domestic Open Market Operations, on changes
between meetings in System holdings of U,S.
Government and Federal agency securities,
effective October 3, 1975, through the
close of business October 21, 1975.

1/ Joined the meeting at point indicated.
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By unanimous vote, the minutes
of actions taken at the meeting of the
Federal Open Market Committee on
September 16, 1975, were approved.

By unanimous vote, the memoranda
of discussion for the meetings of the
Federal Open Market Committee on
August 19 and September 16, 1975,
were accepted.

Before this meeting there had been distributed to the members
of the Committee a report from the Manager of the System Open Market
Account on foreign exchange market conditions and on Open Market
Account and Treasury operations in foreign currencies for the period
September 16 through October 15, 1975, and a supplemental report
covering the period October 16 through 20, 1975. Copies of these
reports have been placed in the files of the Committee.

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

Since the last meeting we have again passed through
a sharp reversal of mood toward the dollar in the exchange
market. After mid-September the mood was bullish, with
the dollar rising nearly every day on occasionally heavy
demand. Foreign central banks, in seeking to contain
day~-to-day exchange rate movements, were regular sellers
of dollars and this intervention, amounting to nearly
$750 million on September 22-23 alone, became about as
forceful as intervention had been on the other side of
the market earlier this year. Meanwhile, we took the
opportunity to add to our mark balances without attempt-
ing to exert a market influence. We even bought $6 mil-
lion equivalent of Belgian francs for balances when the
dollar briefly reached levels at which we could do so
without incurring a loss on our swap drawings beyond those
reflected in the 1971 and 1973 devaluations of the dollar,

Since late September the bullishness has faded as the
market has been gripped by several uncertainties. By far
the dominant concern has been New York City's financial
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difficulties and the broader implications thereof. Every-
one I know in the financial area who has talked to Europeans
over recent weeks has been questioned closely about the

New York City situation. This concern has been reflected
in a highly volatile market that is sensitive to any new
development reported by the news services. In fact, when
the City was seemingly on the brink of default last Friday
(October 17), the New York exchange market ground virtually
to a halt for several hours as traders awaited the outcome.

Not far beneath the surface has been the market's con-
cern over the broader fiscal situation in the United States.
The Treasury's suggestion in late September that this year's
fiscal deficit might reach $90 billion was cited by market
sources and foreign central banks as one of the trigger-
mechanisms for the dollar's downturn. The President's tax-
and-expenditure-cut proposals were received cautiously,
with the fear expressed that only taxes would be reduced,
leaving an even bigger deficit for next year. In such an
atmosphere the continuing favorable news on our trade
balance and on the general economic recovery in the United
States so far has tended to give only brief buoyancy to
the dollar.

The exchange market has also followed closely the
recent downward movement of the Federal funds rate. The
easing of interest rates here and in the Euro-dollar
market has shaved a modest margin from the wide differ-
entials favoring the dollar as against, for example,
the German mark. Nevertheless, the easing of interest
rates took many exchange traders by surprise which, in
the context of the other concerns weighing on the dollar,
led to an exaggerated exchange market reaction. Even so,
there are scattered indications, and a few brave forecasts,
of a pick-up of economic activity in Europe, which raises
the possibility of a hardening of interest rates there.
Finally, the German mark has been bid up on severagl
occasions in reaction to the open discussion of possible
borrowings abroad by the German government.

The dollar has declined by some 5 per cent from
the late-September highs. With the exchange market
becoming increasingly unsettled, European central
banks have intervened just as forcefully as the dollar
has fallen as they had when it rose. Some of the
heavy dollar purchases, as by the French and the Swiss
central banks, have been mainly to keep their respective
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currencies in line with EC currencies. Even so, since
the dollar has been declining generally, the thrust of
this intervention has been to moderate that decline.
Most of the pressures have emerged during the European
trading hours=--with the result that our operations have
been relatively modest, and again, strictly to avoid dis-
orderly conditions in the New York market. Since the
last meeting we have intervened on four occasions, sell-
ing some $50 million worth of mark balances. As it
happens, we bought about the same amount of mark bal-
ances at times of dollar buoyancy early in the period.
Consequently, we have not as yet made recourse to the
swap lines, but if the current unsettlement continues

we may have to. Finally, as expected, during the period
the Mexicans drew the full $360 million under the swap
line.

Mr. MacLaury said he was not sure why the Europeans were
so preoccupied with the financial problems of New York City. One
possible line of reasoning involved the potential implications of
a default for major finamcial institutions in the United States.
Another involved an easing of short-term interest rates that would
have an adverse impact on the exchange rate for the dollar. He
wondered if there were other grounds for the Europeans' concern.

Mr. Pardee replied that a number of foreigners with whom
he had spoken had referred to possibilities of the kind mentioned
by Mr. MacLaury. It was his impression that their concern was
heightened by their failure to understand the Federal principle
of American government. They found it inconceivable that a national
government would not virtually automatically come to the rescue of

a major city experiencing severe financial difficulties. Explana~

tions of the Federal principle seemed to have little impact on
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their thinking. A few of his contacts had also expressed concern
about the international market for municipal securities, noting
that other major cities such as London, Rome, and Tokyo were
struggling with financial problems.

In reply to a cqestion by Mr. Mitchell, Mr. Pardee indicated
that FEuropeans had little incentive to invest in U.S. municipal
securities. Very few Europeans owned such securities and he did
not know of any central bank that held them.

Mr. Mitchell asked whether the Europeans had any first-
hand knowledge of the extent to which New York banks owned New
York City securities. He assumed such information was not gen-
erally available, although it was in itself reassuring.

Mr. Pardee replied that the information was not generally
available, but the Europeans read the financial press very care-
fully and the potential exposure of New York banks was one of the
key points on which they were focusing,

Mr. Morris asked whether there was evidence of any real
reluctance on the part of foreigners to purchase the CD's of
New York City banks.

Mr. Sternlight said he had the impression that some
foreign buyers of CD's were tending to diversify their holdings.
Earlier they had displayed a distinct preference for the CD's of

major New York banks, but now they were also buying those of other
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major banks around the country. The premium on major New York
bank CD's had virtually disappeared; indeed, the rates quoted on
the CD's of one or two major banks outside New York had fallen
below those on New York CD's for a brief period.

Mr, Pardee added that American banks seemed to have become
more cautious in their Euro-dollar borrowing operations. Report-
edly, they had begun to borrow on a somewhat longer-term basis and
to borrow through Milan and other centers in addition to London.
The rate differential in favor of American banks, particularly
the New York banks, over major European banks appeared to have
been squeezed out. American banks, especiglly after the Herstatt
failure, had been able to quote rates that were 1/4 to 3/8 of a
percentage point lower than those quoted by European banks but
the quotations were now at about the same level,

Chairman Burns asked whether that development seemed to
be related to the New York City financial crisis. It was his
impression that the City's problems had little to do with the
ability of U.S. banks to borrow in the Euro-dollar market.

Mr. Pardee said that while he was not sure about the role
of the City's problems, he understood that all U.S. banks were
affected, not just New York banks.

Mr. Wallich said he had observed a tendency among

foreigners to allow the New York City situation to shape their



10/21/75 -8~

views about over-all financial conditions in the United States.
Foreign observers did not understand the widespread feeling in

the United States that New York City was a separable case. Such a
thing was unheard of in their own countries.

Mr. Volcker commented that New York City's financial
problems should not be viewed apart from other developments in U.S.
financial markets, including obvious signs of weakness in existing
credits elsewhere in the economy. The fact that the City's finan-
cial difficulties were superimposed on other indications of finan-
cial distress made the over-all financial situation more fragile
than otherwise.

Mr, Mitchell said he wondered why foreigners had not
reacted to the earlier SEC probings into problem areas that affected
the quality of bank assets. Of course, those financial difficulties
had not received the press coverage given to New York's problems.

Chairman Burns said he would question whether concern
abroad about the New York situation had had much to do with the
recent weakness of the dollar. He was inclined to attribute fluc-
tuations in exchange rates for the dollar mainly to interest
rate developments. In his view the sharp improvement in the dollar
between March and September had reflected a favorable movement in
interest rate differentials, and it was reasonable to anticipate

at least minor repercussions from the recent decline of short-term



10/21/75 =9~

rates in the United States. To be sure, the New York City
situation was a topic of great interest to the foreigners with
whom System officials talked. The foreign officials read about
New York in the newspapers and they would be expected to question
Americans who were informed about current developments.

Mr. Pardee said he could not isolate the extent to which
the recent weakening in the dollar might be attributed to foreign
concern about New York City, but he thought the decline in domestic
interest rates alone did not account for all of the recent adjust-
ment in the dollar. His contacts abroad, even the central bankers
whose primary interest usually was monetary policy, in their con-
versations now inquired first about the New York City situation.
In his judgment the major concern affecting the market's atmosphere
at the present time was New York City.

Mr. Volcker commented that domestic interest rates and
the problems of New York City were not unrelated in the minds of
foreign observers. As Mr. MacLaury had suggested, there was a
feeling abroad that New York's problems would probably lead to an
easier monetary policy, and the recent declines in interest rates
were probably being read as confirming that expectation.

By unanimous vote, the System
open market transactions in foreign
currencies during the period September 16

through October 20, 1975, were approved,
ratified, and confirmed.
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Mr. Pardee then reported on developments relating to System
drawings on the Swiss and Belgian swap lines that had been outstand-
ing since 1971. All of the drawings in Swiss francs and the bulk
of those in Belgian francs would mature for the seventeenth time
during the next few weeks. With respect to Swiss francs, the
Manager had hoped to get started on a program of market purchases
and direct acquisitions from the Swiss National Bank in order to
reduce the System's indebtedness. Unfortunately, the dollar's
relapse in the foreign exchange market had forced a delay in the
implementation of such a program. In the Belgian case, the Desk
had taken advantage of firmness in the dollar to purchase $6 mil-
lion equivalent of Belgian francs in the market. Mr. Holmes had
also traveled to Belgium to press for a settlement of the issues
that were still unresolved. Upon his return he had provided the
Committee with a memorandum on his negotiations and his recommenda-

1/

tions.~' The present market atmosphere was not conducive to fur-
ther market purchases and in any event the System was waiting for
a response from the Belgian authorities following Mr. Holmes' visit.

He therefore recommended remewal of the drawings in question, which

matured on various dates from November 5 through 14.

1/ Mr. Holmes' memorandum, dated September 30, 1975, and entitled
"Belgian swap developments," was distributed to the Committee on
October 3. A copy has been placed in the Committee's files.
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In reply to a question by the Chairman, Mr. Pardee said
that a decision by the Committee not to approve the renewals would
create the need for a quick resolution of all the issues that were
still unresolved, including those between the System and the
Treasury.

Chairman Burns observed that if there were no other conse-
quences, he for one would be prepared to recommend at some stage
that further renewals not be approved and that the matter be
resclved once and for all., He was not ready to make such a recom-
mendation today.

Mr. Mitchell said he thought Treasury officials should be
informed of the Chairman's views in the near future and Chairman
Burns indicated that they would be,

Mr. Holland commented that it was time for the System to
escalate the pressure on the Treasury to resolve the matter. He
noted that there might be an opportunity for the System to acquire
some Belgian francs in conjunction with a British drawing on the
International Monetary Fund. The System would probably incur some
losses in the process, but he thought a strong statement should be
made to the Treasury regarding the System's willingness to absorb

some losses in order to repay its long outstanding drawings.
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By unanimous vote, renewal for
further periods of 3 months pf System
drawings on the National Bank of Belgium,
the Swiss National Bank, and the Bank for
International Settlements, maturing in
the period November 5 through 14, 1975,
was authorized.

Secretary's note: Notes by Governor Wallich on the
October Basle meeting, which were distributed at this
meeting, are appended to this memorandum as Attachment A.

Messrs. Zeisel and Wendel entered the meeting at this point.

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 reports have been placed in the files of
the Committee.

Mr. Partee remarked that the presentation this morning
would be in two parts: Mr. Zeisel would review recent develop-
ments and the staff's base projection, and then he (Mr. Partee)
would comment on the base projection and on alternative projec-
tions that had different monetary policy assumptions.

Mr. Zeisel made the following statement:

Economic data available in recent weeks have
confirmed the strength of the rebound of production
and employment in the third quarter. Commerce Depart-
ment preliminary figures indicate that gross national
product in real terms increased at an 11.2 per cent
annual rate--though problems of deflation may have
exaggerated the reported rise, The rebound reflected

not only the sharp slowdown in inventory liquidation,
but also a strong gain in consumer outlays, Some
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further improvement in residential construction outlays
and an upturn in current-dollar fixed-capital outlays
by business also played a part.

The progressively greater strength of the recovery
in industrial production over recent months has been
particularly impressive. We now estimate that indus-
trial output increased by almost 2 per cent in September.
In addition, the figures for July and August were revised
up and now show increases of 1 per cent and 1.6 per cent,
respectively. Foxr the third quarter as a whole, the index
is 14-1/2 per cent above the second-quarter average--at
a compound annual rate. Production advances have been
widespread, with particularly large gains in materials,
consumer durables, and, significantly, in business equip-
ment, which showed its second monthly increase in
September after almost a year of decline.

Reduced inventories of nondurables and continued
strength in durable goods orders--which rose 2 per cent
further in August--suggest a further expansion in indus-
trial activity, but the pace of the advance seems likely
to slow, for several reasomns. First, steel output was
stimulated temporarily in September by user efforts to
beat an October 1 price hike; second, auto production
is scheduled to level off in October since assemblies
slightly exceeded sales last month and inventories were
already high; third, and more fundamentally, the rebound
in industrial production was obviously generated in
large measure by the slowing in the pace of inventory
liquidation, and this source of added strength seems
likely to be reduced. In fact, the inventory adjust-
ment appears to have been completed in nondurable
manufacturing, and the boock value of these stocks edged
up in August. Stocks also increased in trade, and
August saw the first month of over-all accumulation of
business inventories in book=value terms since last
January. Stock-shipment ratios remain high in durable
goods manufacturing, however, and further liquidation
appears quite likely in this sector.

One element of the recent economic picture that
had caused us some concern was the failure of retail
sales to expand further after July., But things look
a bit better now, following some upward revision of the
August figures, and the advance report shows a small
further rise in September. This recent plateau in con-
sumer outlays follows an upsurge in the spring and early
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summer, which reflected in part the effect of the tax
rebates; some pause in growth as that stimulus wore off
was not too surprising. With production and payrolls
having moved up sharply in the meantime--nonfarm payroll
jobs last month were 900,000 above June--we would expect
a resumption soon of the upward trend in consumer outlays.

Up to now, capital spending and residential construc-
tion have provided only modest support to the recovery.
New orders for nondefense capital goods dropped 3 per
cent in August, continuing to see-saw around the same
level since April. Housing starts edged off by 2 per
cent in September, but the third-quarter average was a
fourth above the first-quarter low. There has been some
tightening of mortgage market conditions recently, but
permits advanced further in September, and the volume
of new mortgage commitments has remained at a high
level, suggesting further gains in residential building
activity this quarter.

The developments of the past 5 weeks have led us to
make a number of changes in our projections, although
the over-all contour remains similar to that of last
month. We continue to project a relatively sizable
advance in real GNP in the current quarter, though less
than in the third quarter, with a further slowing dur-
ing 1976 to about a 4 per cent rate of gain in the
second half of the year.

Our o0il price assumptions have been altered signif-
icantly in this projection. We now assume a gradual--
rather than an immediate--decontrol, with the result
that the level of domestic o0il prices would be expected
to rise only moderately further until late 1976. The
result is to reduce our projection of the increase in
the general price level by almost one percentage point
over the next several quarters. With the main source
of intensified pressures on the price level, nominal
GNP, and interest rates removed, we also returned
to the assumption of M; growth at about the 6-1/4 per
cent midpoint of the Committee's 5 to 7-1/2 per cent
range. Since the downward revision in nominal GNP
growth is about matched by the slower assumed expan-
sion in the money supply, the impact on projected
interest rates is relatively small, We continued to
expect a considerable increase in short-term rates
over the next year.
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We have also reduced somewhat our projections of
real growth in GNP over the quarters ahead. In the
State and local sector, we believe that financing dif-
ficulties are likely to be affecting attitudes and
expenditure plans adversely, and we have thus cut back
the growth in such spending over the next several
quarters. Some recovery is expected late in 1976 as
financial market problems presumably are resolved and
as tax revenues improve cyclically.

Projected increases in business fixed investment
have also been trimmed slightly, reflecting the recent
lack of vigor in new orders and the disappointing
results of the confidential Edie survey, where the
final tabulations show only a 3 per cent rise in
planned capital outlays for next year. We are projec-
ting a substantially larger gain-~10 per cent on a
comparable basis--but the difference about matches
the average understatement of this particular survey
in the first year of recovery in earlier postwar
cyclical upturns.

Finally, we have made some small cuts in projected
consumer outlays, reflecting mainly the somewhat less
vigorous growth of personal income produced by the cur-
rent projection.

We still expect price pressures to moderate over
the next year, with the increase in the fixed-weighted
index for gross private product reduced to an annual
rate of about 5 per cent by the end of 1976. Also, the
bulge in the next few quarters due to projected oil
price increases has been removed., Unemployment still
is projected to decline gradually, but with somewhat
less vigorous real growth in the economy, we would now
expect the unemployment rate to average around 7-3/4
per cent--rather than 7-1/2 per cent--in the closing
months of 1976,

Mr. Partee made the following statement:

Despite the fact that our economic projection
basically is little changed, I must admit that 1 and
other members of the staff are a good deal more appre-
hensive about the outlook than was the case a month
ago. We have trimmed back somewhat the projected rate
of expansion beyond the upward-revised third quarter
of 1975, and this is the direction in which all of us
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would lean. But whether the downard adjustment is
sufficient, and whether a reasonable rate of real
growth will in fact be sustained throughout 1976, is
most difficult to judge, for three reasons.

First, we are still quite uncertain about the
appropriate assumption that should be made as to
decontrol of domestic oil prices. We have incorpo-
rated a program of gradual decontrol in our projec-
tion this time, since that seems to be the direction
in which thinking has moved, but there has in fact
been very little progress to date in reaching an
agreed compromise between Congress and the Adminis-
tration. If the move to decontrol is more rapid than
we have assumed in incorporating something like the
Administration's earlier 39-month program, the effects
on price performance and on the strength of real
demands in the economy would be correspondingly more
adverse,

Second, the behavior of the State and local
securities market has worsened markedly in the past
month, reflecting the widening impact of the New York
City financial crisis on investor attitudes., As
Mr. Zeisel has indicated, we have marked down our
earlier projections of State and local spending in
the quarters immediately ahead, but there is no basis
whatever for judging whether the cutback we have
incorporated is enough or, for that matter, too much.
Also, we have made no allowance for effects that the
crisis could have on the psychology of businessmen,
consumers, and lenders--particularly if it persists
and deepens. The negative effects on the economy thus
could be larger than we have projected,

Third, there have been many indications that bank
managements, especially in the larger institutions, are
holding thus far to unusually conservative lending
policies, despite the protracted decline in business
loans. This situation may well change as the effects
of the economic recovery on business sales and earnings
become more apparent, But it seems quite possible that
the cautious attitude of the bankers reflects widespread
concern about the quality of existing portfolios, in
which case lending policies may remain very selective
as to risk until some of the current problems are resolved.
1f so, credit availability for other than the best names
could remain quite limited, at the banks as well as in
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the securities markets. This probably would not serve
to abort the recovery in its early stages, when the
momentum generated by the turnaround is strong, but it
could become a serious retardant to continued economic
expansion later on.

Despite these qualms about the underpinnings of
our basic projection, we have attempted to estimate the
effects on that projection of different policy assump-
tions, since the Committee will be reviewing its long-
term monetary targets today. The altermative projections
are presented in the set of tables that has been
distributed.l/

The first table outlines our monetary and fiscal
policy assumptions., Alternatives A, B, and C are keyed
to the monetary growth paths of the blue book,g as
indexed by growth rates in My centered on 7-1/2 per cent,
6-1/4 per cent, and 5 per cent, respectively, over the
projection period. Each of these alternatives incorpo-
rates the fiscal policy assumption stated in the middle
of the page--that is, that the 1975 tax cuts are extended
to calendar 1976 and include a continuation of the cur-
rent personal income tax withholding rates. We have
also attempted an initial evaluation of the incremental
effects that the President's recent revenue and expendi-
ture proposals might have on the economy during 1976.
This proposal would result in an additional tax reduc-
tion of about $12 billion for the calendar year, but
with expenditures cut by about $25 billion below what
we otherwise would have projected in the fiscal year
beginning in October 1976.

The possible effects of these different policy
assumptions over the next five quarters are shown in
the second table. As might be expected, the predicted
growth in nominal and real GNP is somewhat larger with
the faster monetary growth path (line A) and somewhat
lower with the slower 5 per cent money growth assump-
tion (line C) than with the 6-1/4 per cent money growth
assumption of the base projection in the green book=

1/ The set of tables is appended to this memorandum as Attachment B.

2/ The report, ''Monetary Aggregates and Money Market Conditionms,”
prepared for the Committee by the Board's staff.

3/ The report, "Current Economic and Financial Conditions," prepared
for the Committee by the Board's staff.
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(line B). By the final quarter of 1976, the unemployment
rate is projected to be four-tenths of a point lower or
higher than in the base forecast, depending on the monetary
growth assumption used. As is usual in our model runs,
differences in the monetary growth rate of this magnitude
do not have appreciable effects on the pace of inflation
during the projection period; by the end of 1977, however,
an extension of the projection suggests that the price level
would be about 2 percentage points higher under A-~and a lit~
tle lower under C~-than in the green book projection.

The incremental effects of the fiscal program shown
here are surprisingly small. 1In part, this results from
the fact that an income tax reduction takes some time to
be fully reflected in spending levels in the private
sector. By the time these effects would be having a
material impact on private spending, the beginnings of
the cutback in Government expenditures would inject a
more than offsetting influence on nominal and real GNP.

A second reason for the weakness of the fiscal impact
is that, in the absence of an adjustment in monetary
policy, the larger Federal deficit associated with the
program in calendar 1976 results in higher market
interest rates.

We would estimate the rate effect of the additional
fiscal assumptions to be on the order of one-half of a per-
centage point in short-term markets during 1976 as is shown
in the final table. Of course, an interest rate effect
of this size could be offset by an upward adjustment in
monetary growth rates. Thus, the Treasury bill rate in
line A, with the fiscal increment added, is no higher
than the rates shown for next year in line B, which
assumes monetary growth continuing gt the midpoint of
the current 5 to 7-1/2 per cent M; target path. Even
apart from the extra fiscal increment, it is still our
belief that short-term rates will be moving upward over
much of the projection period under any of the monetary
alternatives presented. The rise would likely be
greater the lower the monetary growth path shown, at
least within these ranges of difference. But the long-
term rate pattern would probably not be so sensitive
to the monetary assumption. Long-term rates will be
reacting to the projected moderation in both the pace
of inflation and real growth, so that, under the mone-
tary growth path of A, we believe that there would be
a good chance that long-term yields would show little,
if any, further increase from current levels.
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Chairman Burns remarked that it would be desirable
if Committee members' comments on the economic situation and
outlook emphasized any points on which they differed significantly
from the staff analysis and avoided technical issues.

Mr. Baughman commented that he was unsure why Mr. Partee
and other members of the staff viewed the outlook with more
apprehension now than they had a month ago. It seemed to him
that the evidence suggested a gradual improvement in the
economic situation and, therefore, was encouraging. The projected
slowdown in the expansion in activity was from a rate that was
clearly unsustainable. Moreover, the prospect that State and
local governments might not be able to borrow so freely as
in the past should tend to drive them toward a more sound
financial condition. The major disturbing element in the
outlook was a diminishing prospect for a substantial slowing
in the pace of inflation.

Mr. Partee agreed that the statistical evidence
suggested that the recovery had developed very well in recent
months and that there seemed to be little cause for concern.

In viewing the statistics, it was only the pause in the expan-
sion in retail sales~~-following a very large rise~-and the

slow rate of monetary growth--which was not yet understood--
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that were sources of concern. However, he felt that some
problems might be developing that were not yet reflected
in the statistics. Specifically, the New York financial
situation was having an effect on expenditures of State and
local governments, and it was difficult to judge how large
the cutbacks would be. Decisions were being influenced by
budget constrictions, resulting from shortfalls in revenues,
and by a reluctance to go into the capital market in the
current circumstances. When financial market constraints had
developed in 1969, they had contributed to a decided slowing in
the growth of State and local government expenditures.

Another development that was a source of concern,
Mr. Partee continued, was the apparent unwillingness of major
banks to assume additional risk. Their current attitude
was more characteristic of depression than of recovery. By
this stage of the previous recovery, banks had been scrambling
to make loans; they had been making “bullet-loans'" and '"cap-
loans" and taking other steps in an effort to improve their
loan volume. In this recovery, there was no indication
of that sort of behavior. On the contrary, reports suggested
that the large banks were being very cautious. 1t was difficult
to assess the effects that such an attitude--if it persisted--

would have on the course of economic activity as time passed.
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Finally, Mr. Partee observed, there was the problem
posed by the decontrol of oil prices. The existing freeze
was scheduled to expire on November 15, and over the next few
weeks the Congress would be considering legislation. His own
guess was that decontrol of prices would be gradual rather
than abrupt, but the outcome was uncertain.

Mr. Baughman remarked that if supervisory authorities
had any influence on banks' policies, they would have to accept
some of the responsibility for the banks' current attitudes
toward taking risk. The System had encouraged the banks to pursue
more cautious policies, and they had come to do so at the wrong
time in the business cycle; he agreed that it was a phenomenon
characteristic of depression. It seemed to him that the
System now could take steps to induce a reversal of banks'
attitudes, With respect to the depression of the 1930's, he
recalled that the low interest rates of the time applied mainly
to money market instruments; they did not apply to bank borrowings
by small businesses.

Chairman Burns commented that one had to bear in mind
a prominent difference between this period and the 1930's: the
public market for securities recently had been strong and active,
in contrast with the 1930's, and many companies were borrowing

through the public markets rather than through banks.
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Mr. Partee remarked that it was primarily the best-
rated companies that were borrowing in the public markets.

Mr. Baughman then observed that wages and salaries
comprised a large part of the expenditures of State and
local governments, and labor contract negotiations in that
sector had resulted in very large increases in wage rates.

A limitation on the borrowing ability of State and local
governments might be the only way to reduce the rate of
increase in wages to one consistent with over-all economic
stability. 1In the industrial sector as well, the wage-
negotiating process had tended to price labor out of the
market; that development was inconsistent with significant
progress toward the twin goals of full employment and stable
prices.

Mr. Eastburn said he would add to Mr. Partee's list
of concerns the discouraging prospects for reducing the rate
of unemployment. FEven under the most expansive monetary
policy assumption of alternative A, the unemployment rate
was still as high as 7.3 per cent in the fourth quarter of
1976, and estimates through 1977 made at the Philadelphia
Bank were not encouraging. It seemed unlikely that high
rates of unemployment would be tolerated for so long a period

of time. It seemed more likely that pressures would build up
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for System action and for all kinds of ad hoc improvisations
to reduce unemployment, which could be dangerous.

Mr. Morris said he was more concerned than Mr, Partee
about the behavior of the statistics. For example, there had
been a pronounced loss of upward momentum in the leading
indicators for August and also in those available so far for
September. Moreover, the difficulty in generating monetary
growth in an economy that was supposed to be expanding rapidly
might be providing some information. It might be, of course,
that the latest money supply figures were just a short-run
aberration in the data that would be offset by figures for
later months. Nevertheless, the figures reduced one's con-
fidence in the strength of the expansion and generated concern
that the expansion might be aberted prematurely.

Mr. Holland observed that an additional element in the
current situation that needed to be watched carefully was the
flow of funds through the banks and the nonbank thrift insti-
tutions into real estate markets., Those flows were a key
determinant of residential construction and would have a
bearing on the progress made in cleaning up the unsound loans

scattered through the financial system that were contributing
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to the cautious attitudes of lenders. He asked what the flows
into the thrift institutions were projected to be under the
alternative policy assumptions,

Mr. Axilrod replied that under the base projection,
deposit growth at nonbank thrift institutions was at annual
rates between 6 and 8 per cent over the projection period,
through the fourth quarter of 1976. The growth rates were
between 8 and 10 per cent under the more expansive policy
assumptions of alternative A, and between 4 and 6 per cent
under the less expansive assumptions of alternative C.

Mr, Partee observed that under all three alternatives,
the inflows were projected to moderate from the rates in the
first half of this year, even though a 50 basis-point increase
had been assumed in the Regulation Q ceilings on long-term
certificates. Almost all of the increase in real estate loans
recently had been szccounted for by the savings and loan associ-
ations and GNMA and FNMA. Banks appeared to be avoiding mortgage
loans. It was not clear whether that was because of yield rela-
tionships~-~which were not especially favorable for a diversified
lender~~or because of concern about the quality of such loans.
Banks had begun to acquire title to some real estate projects

in financial difficulty, which was quite unusual,
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Mr. Wallich observed that the prospects for continued
recovery in economic activity depended to an important degree
on whether the expansion in consumer buying and the turnaround
in inventory investment were followed by increases in residential
construction and business fixed investment. In the early stages
of this recovery, residential construction had not provided
the usual support, and it was uncertain whether the momentum of
the upswing would have a greater positive than negative impact
on that sector. With respect to business investment, no
accelerator effect had yet been set in motion--even though
economic activity so far had recovered about as rapidly as
one could have expected--perhaps because of low rates of
capacity utilization. He asked how the staff viewed prospects
for those major sectors of activity.

In response, Mr, Partee commented that the staff's
judgmental projection suggested that plant and equipment
expenditures would rise at an accelerating pace during 1976,
and such expenditures in nominal dollars would be up 10 per cent
from this year. The comparable increase for the business fixed
investment component of GNP was about 11-1/2 per cent. With
respect to housing, single-family starts were projected to
increase somewhat through the early part of next year and then

to stabilize. The projected expansion in multi-family starts
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was small, in contrast with the last couple of business upswings,
not only because of finmancing problems but because of the weakened
state of the industry. For example, new rental projects could

not be cost-justified on the basis of current rents and building
costs. Reflecting developments in these areas, recovery

was projected to continue throughout next year. He would note,
however, that the econometric model portrayed a weaker economic
situation than did the staff's judgmental projectiom.

Mr. Balles remarked that he agreed with Mr. Partee's
observations concerning the attitude of major banks toward risk.
Many banks had been burned on REIT, internatiomal, and other
types of loans made during the period of over-exuberance in
1972, 1973, and early 1974, and they were not even certain yet
about the extent of their losses. However, that attitude did
not seem to be shared by medium-sized and smaller banks,
at least not on the West Coast. They had not been burned,
were not being conservative, and were looking for business.

That behavior was encouraging, because the smaller regional
or local banks accounted for a good part of the financing of
small businesses.

Mr. Partee said he agreed that the conservative attitude

toward risk was confined primarily to the major banks. A
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tabulation of data for the weekly reporting member banks--ywhich
were the larger banks--and the rest of the banks indicated that
the loan experience of the latter group was not so weak. How-
ever, the major banks accounted for a large share of total busi-
ness loans.

Mr. Balles remarked that the large customers of the
major banks had alternative sources of funds.

Mr. Partee commented that the large customers rated Aaa
or Aa could borrow in the commercial paper market or in the
capital market. However, he did not believe that the commercial
paper market could readily absorb an issue of a lesser-rated
company, and risk selectivity in the capital market had developed
to the point where it was difficult to market a bond with a rat-
ing of A or lower. His inquiries indicated, moreover, that at
least some insurance companies had raised their standards on
private placements; they would no longer accept issues of
lesser~-rated companies.

In response to questions from Chairman Burns and
Mr. Volcker, Mr., Axilrod observed that the risk differential
between Baa and Aaa bonds had fluctuated between 140 and 150
basis points during the summer and was at the upper end of

that range in most recent weeks. The premium had been about
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90 basis points a year ago and had averaged about 95 basis
points over the past 5 years.

Mr. Morris remarked that the figures cited by Mr. Axilrod
applied to the secondary market. At present no Baa securities
were being issued because there was no market for them.

Mr. Axilrod commented that comparison of A and Aaa
issues presented a similar picture, although the differential
was not so wide. The picture was also similar for a comparison
of A and Aaa gytilities, but in that case, the differential had
narrowed to about 120 basis points from a peak of 140 points
last summer.

Mr. Kimbrel observed that insurance companies in the
Atlanta District appeared to be uninterested in making com-
mitments for residential or other real estate related loans.

He asked whether that seemed to be the case in other parts of
the country as well.

Mr. Partee replied that insurance companies in general
appeared to have little interest in income=-property mortgages.
He was not informed about their current activity in the area of
single-family units, but in any case, their importance in that
area had declined in recent years.

Mr. Morris remarked that the behavior of insurance
companies in the Boston area was similar to that described by

Mr. Kimbrel.
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Mr., Jackson commented that several mortgage compa-
nies he had visited recently had reported some pickup in
activity., However, they were still highly selective in their
operations, because the economics of apartment projects were
quite adverse and because the net rents of commercial projects
were not high enough to support the costs of construction and
capital.

Chairman Burns remarked that it would be useful to give
attention to the investment policies of the insurance companies
on a continuing basis. He asked Mr. Partee to arrange for a
report to the Committee on that subject in the near future.

Mr. Mayo observed that, like Mr. Partee, he felt that
the statistics might be suggesting a stronger ecoromic situation
than in fact had been developing. Among the directors of the
Chicago Bank and more generally in his District, there was
a little less optimism now than 4 to 6 weeks ago. Businessmen
felt that the national statistics were not consistent with the
evidence from their own operations and from those of their cus-
tomers. That feeling might result from a tendency for activity
in the Seventh District to lag because of the importance of
capital goods in the District's economy. But comments in

/

this month's red bookl suggested that the phenomenon was much

1/ The report, "Current Economic Comment by District,"
prepared for the Committee by the staff.
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more widespread. Consequently, he would question whether business
confidence had improved to a point that would support a pace of
economic recovery as strong as that suggested in the green book,
much less any stronger. He recognized, however, that it was
difficult to interpret and quantify the effect of such attitudes.

With respect to bamker attitudes toward the quality of
loans, Mr. Mayo continued, managements and loan officers appeared
to be responding with a lag to warnings that had been issued by
the System in 1973 and 1974. The major banks had become quite
cautious, and they dominated the over-all statistics. At the
same time, however, bankers in his District had indicated that
loan demand was weak. He was uncertain whether that was true
in other Districts as well.

Chairman Burns commented that it was natural for business
loan demand to be weak in view of the enormous liquidation of
business inventories, some improvement in profits, and--until
recently-~heavy corporate borrowing in the capital market,

With respect to the over-all business situation, the view had
been widespread--and it still existed to a significant degree--
that the recovery was inadequate and also that it was negligible
relative to comparable periods of recovery in the past. However,

measured by employment, unemployment, industrial production, or
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real GNP, the pace of recovery this time had been above average.
Recently, some signs of hesitation had appeared. 1In particular,
the expansion in retail sales had slowed down, after having been
the recovery's driving force since early in the year. It was

too soon to tell whether it would persist, but a slowdown surely
was to be expected after the sharp spurt in sales associated with
tax rebates and special social security payments. Every recovery
proceeded unevenly--~at least in terms of the evidence of the
statistical reports, The index of leading indicators--which

Mr. Morris had referred to--had moved unevenly over the years,

In his view, the Chairman continued, some doubt about the
outlook stemmed primarily from the behavior of retail sales and
from growing concern about the repercussions of the New York City
crisis, The oil price situvation--which had been confused for
many months and was not a new element--was not a significant
factor., Concern about the New York crisis had become nation-
wide; there was a vague feeling that the difficulties would spread,
and the channels for transmitting the adverse influence across the
economy were not difficult to identify. If the Congress decided
not to do anything and New York City defaulted, it would clear
the atmosphere. It would not be a good development for the
economy, but prolonging the crisis would be worse. Markets did

not thrive on uncertainty.
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Chairman Burns observed that the cautious attitude of
bankers was perfectly natural and even right. As a result of
their earlier extreme optimism, they had gone through a period
of extravagant boom and reckless lending, both domestically and
abroad. The consequence was that they had many dubious loans and
substantial loan losses. Their experience with real estate loans
was the worst since the 1930's; their problems in that area were
not confined to loans to the REIT's. 1In additiomn, banks were
affected by the failure of W. T. Grant, and they had outstanding
loans to other weak retail establishments and to weak airlines.
Many banks held securities issued by New York City, and bankers
in general were worried about the deterioration in the market
for municipal securities. Commercial banks held over $100 bil-
lion of municipal securities~-47 per cent of the total out~-
standing.

The psychology of bankers tended to fluctuate, the
Chairman continued, and it was natural for them now to be con-
servative and cautious. Some time would be required for those
attitudes to change. The System could do little to change them;
if it pumped out massive reserves, banks would add to their holdings
of Government securities to a much greater extent than they would
expand their loans. As he said, the recovery--with its ups and

downs and variations--appeared to be proceeding satisfactorily,
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but the potentially large conmsequences of the New York City
financial crisis were a new development.

Mr. MacLaury commented that Mr. Partee's expression of
greater apprehension about the economic outlook had surprised
him, and he agreed with the points that had just been made by
the Chairman. 1In his view, the oil price situation was not an
important factor in the outlook, but the New York City problem
was a major source of concern. With reference to Mr. Eastburn's
concern about reactions to persistence of a high rate of unemploy-
ment, he noted that he and others would have argued earlier that the
country would not prove to be so tolerant of the rates that had al-
ready been experienced. No one was satisfied with high unemploy-
ment, but he felt there should be less emphasis on the unemployment
rate and more on achieving growth in employment. The Chairman's
publicly stated proposals for dealing with unemployment--unsalable
as they might be~-needed to be taken into consideration in Com-
mittee members' thinking about the subject. Altogether, he felt
that the staff projection of economie growth in 1976 was too weak,
He did expect growth to moderate from the pace of the second half
of this year, but it was likely to be 6 per cent through 1976,

Mr. Mitchell observed that, in his opinion, the main

problem in the current business upswing was neither the plight
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of New York City nor the conservative attitude of major banks
but rather the state of the markets for housing and autos. The
expansion in consumer buying earlier this year and the turn-
around in inventory investment had sparked a sharp upturn in
activity in the second half of this year, but given the outlook
for sales of autos in 1976 and the prospects for housing starts--
particularly with the levels of interest rates in view--the
recovery soon would lose its momentum. Those prospects for next
vear contributed toward pessimism. The survey of attitudes of
mortgage lenders suggested that they would not be very active.
The savings and loan associations were worried about their flows
of funds. The levels of interest rates that were being talked
about for next year would shut off the inflows of funds to those
institutions, and an increase in the Regulation Q ceilings like
that assumed by the staff would not help at all.

Those concerns, Mr. Mitchell continued, led him to
wonder whether the mix of fiscal and monetary policies was
correct, Tt appeared that the Federal deficit, after having
been large in 1975, would still be too large in 1976, and he
wondered whether sizable deficits would continue indefinitely.
It would be better to have less fiscal stimulus and more monetary

stimulus in order to improve prospects for the investment sectors
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of the economy. However, one might wonder where the cuts in
Federal spending would come; the green book analysis of the
President's recent budgetary proposals speculated that a sub-
stantial portion of the spending cuts would be in transfer
payments. 1In his opinion, the outcome for 1975 was more or
less assured, but economic performance next year appeared to
be in serious trouble.

Mr. Winn remarked that there was an additional influence
on the activity of banks that needed to be considered: the
national auditing firms had been badly burned, and as a result,
they were requiring greater write-offs of loans than the
examiners were., With respect to the ramifications of the New
York City situation, it seemed to him that the interest rates
being paid on securities of both the City and the State were
not viable and would have to be written down either by default
or by negotiation. Either way, there would be a shock effect.

Chairman Burns commented that there might not be a
shock effect. One problem at the moment was that no good bank-
ruptcy law existed to handle the New York City situation. The
Congress ought to focus on that problem, among others. In his
opinion, there was a serious question whether the City was a

viable financial entity, and when a financial entity was no
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longer viable, the only thing to do was to reorgamnize it and
restructure its debts. Because the City had bearer obligations
outstanding and did not know who all the holders were, some new
machinery had to be devised for the purpose of restructuring.

Mr. Jackson observed, with referemce to earlier remarks
of Mr. Holland, that banks and other lenders were not likely to
be relieved of the burden and the threat of bad real estate
loans. 1In his opinion, moreover, such a development would not
be desirable because it would produce more of the kind of
speculation that had created the problem in the first place.

Mr. Jackson then asked, in view of the outlook for the
Federal budget, whether additional increments of fiscal stimulus
would be likely to have a proportional--or more or less than pro-
portional--impact on economic activity and whether they would be
likely to add to upward pressures on interest rates,

Mr. Partee replied that, in his judgment, incre-
ments of fiscal stimulus had less and less net positive
effects on economic activity because they tended to raise
interest rates and, thus, to induce cutbacks in private spend-
ing plans. Concerning next year, the staff's base projection
assumed a high employment deficit of $17 billion. The still

larger deficit that would be associated with greater fiscal
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stimulus would add to strains in financial markets. Interest
rates might not be much higher than otherwise, but private
investment would be affected.

Mr. Coldwell asked whether attitudes toward the size
of the Federal deficit~--and perhaps toward the monetary aggre-
gates as well--should be adjusted to some extent for the very
large increase that had occurred in the dollar value of GNP
over the past few years.

Chairman Burns remarked that the Federal deficit in
relation to nominal GNP was larger this year than at any time
since the second world war.

Mr. Partee commented that the monetary aggregates
generally were measured in terms of rates of change rather
than absolute amounts.

Mr. Volcker observed that in the past he had expressed
doubts about the continued strength of the recovery into mext
year, and so he was in substantial agreement with Mr. Partee's
apprehensive view of the situation., 1In particular, he was con-
cerned about the outlook for business fixed investment and for
home building. With respect to investment, he thought there was
a fundamental problem involved in profits and profit margins.

Businessmen's answer to the problem was to raise prices, but
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that solution obviously posed problems for monetary policy and
also raised additional questions about the sustainability of
the business expansion. Moreover, businessmen, like bankers,
were cautious because of the erosion of their assets. 1In
cases where their companies did not have a prime rating, they
were reluctant to borrow or to attempt to raise equity funds,
even though they might see an expanding market for their pro-
ducts. Such attitudes were an additional drag on investment.
With respect to the New York problem, Mr. Volcker
asked Chairman Burns whether his view that the City was not
a viable financial entity implied that the City was not a
viable economic entity as well and would have to reorganize
more than just its debt.

Chairman Burns replied that he would not say the City was
not a viable economic entity, although clearly its financial situa-
tion would be easier to deal with if its economic situvation were
stronger. As was generally known he had, at present, grave doubts
about the desirability of Congressional action with respect to the
City's problem other than action to amend the bankruptcy law, In
his view, legislation of some form of loan, guarantee, or insur-
ance program in behalf of the City would result in a MAC-type
operation, although it would take a year or two rather than

a month or two before the City ran into trouble once agaim.
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New York City had assumed enormous interest charges, and the
interest rates on MAC obligations were very high. Under a
guarantee program, substantial fees would be required. And

then should New York again be able to borrow on its own in a

few years--which did not seem very likely--it probably would
have to pay extremely high interest rates. Given the enormous
debt that had to be rolled over, it was not at all clear that
the City would be able to bear the burden of the high interest
rates. TFor that reason, he believed the chances were high that
sooner or later a financial reorganization would have to take
place: the maturity dates of the debt would have to be extended
a few years and the interest rates would have to be scaled down
to some degree. He thought that aspect of the problem was being
neglected. Thinking seemed to run in terms of new borrowing,
which probably would be at higher rates of interest than

the City could bear, and would only postpone the necessary
reorganization.

Mr. Winn said he had felt that bankruptcy was the only
way out for New York City, but the experience of the Penn
Central bankruptcy did not offer encouragement about that
solution,

Chairman Burns said he agreed. In the Penn Central

case, the shareholders had lost their investment, and then wages
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had continued to rise for the bankrupt organization at exactly
the same rate as for profitable railroads.

Mr, Winn commented that, in addition, the railroad's services
had deteriorated, so that the worst of all possible worlds had
resulted. He felt that procedures had been established to begin
the correction in New York., Because of its possible repercussions,
a bankruptcy at this point was unthinkable. The effort to rene-
gotiate pensions and otherwise to cut costs--as well as to deal
with the debt problem--was under way. 1In his opinion, that
effort should be supported, with the necessary restrictions.

It would be desirable now to shift the country's attention
away from the New York City problem.

Chairman Burns remarked that, while he had spoken earlier
about restructuring the City's interest obligations, he also
had in mind restructuring its pension arrangements.

Mr. Volcker observed that the City had many problems
in addition to the serious one of its debt burden, and the
magnitude of the task of restructuring the City's obligationms
should not be underestimated. In addition to the often-cited
deficit of $800 million in the current expense budget, an
additional $400 million to $500 million of current expenses

had been concealed in the capital budget; and some capital
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expenditures had to be made. The City's total budget was about
$12 billion, but a very substantial part of it was financed by
the State and the Federal Government in connection with mandated
programs. The part of the budget that was under the control of
the City amounted to about $4 billion. When one spoke of cutting
expenditures by as much as $1 billion, it was clearly a very
difficult challenge that extended beyond interest payments. In
the case of New York City, compared with Penn Central, at least
some progress had been made in the discussions to impose a freeze
on wages, which were already too high. But still, the financial
gap to be filled relative to the expenditures under the City's
control was very large. If the authorities were to attempt to
eliminate the deficit by raising taxes, it probably would have
to raise them across the board by 20 to 25 per cent. However,
a tax increase made no sense in New York. The City had experienced
a persistent decline in employment in recent years--30 to 40 per
cent in manufacturing over the past 5 years, for example--and
there was no natural buoyancy in its revenues.

Chairman Burns remarked that a tax increase would make
sense only if it were State-~wide.

Mr. Coldwell remarked that New York did not get very much

sympathy.
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Chairman Burns said he thought that situation was
changing. While legislation to assist New York probably would
not pass in Congress if the vote were taken today, the number
voting for assistance would be larger than a month ago and very
much larger than 3 months ago.

Mr. Black commented, with respect to the business
situation and outlook, that the Chairman had made most of the
points he had had in mind. He would add only that in the
beginning of a business upswing, the strength of the expansion
often was underestimated. He asked Mr. Partee what he thought
of the chances that this time the automobile market might prove
to be a source of unexpected strength in view of the impressive
improvements in gas mileage in the new models.

in response, Mr. Partee noted that auto sales in
the staff projection were at an annual rate of 10.2 million
units in the first +*hree quarters of next year, compared with
annual rates of about 8 million and 9.2 million units in the
second and third quarters of this year, respectively. The
staff had taken an optimistic view because sales seemed to
have been responsive to the merchandising campaigns and because
fuel economy seemed to be a salable feature. But so far as
he knew, the auto companies themselves were mnot projecting

a sales rate as high as the staff was, Therefore, he did
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not think the probabilities were high that sales would exceed
the staff projection. However, there was some chance that expan-
sion in over-all consumer spending would exceed the projected
growth., For several years real consumption had increased little,
and unfulfilled desires might well have accumulated that would
now be translated into effective demands. Against that, however,
he would note that the judgmental projection already included an
appreciably higher level of consumer spending than was suggested
by the econometric model,
Messrs. Zeisel and Wendel left the meeting at this point,
Before this meeting there had been distributed to the
members of the Committee a report from the Manager of the
System Open Market Account covering domestic open market opera-
tions for the period September 16 through October 15, 1975, and
a supplemental report covering the period October 16 through 20,
1975. Copies of both reports have be