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The economic climate ;s changing-but not the way 
the pessimists on '~:dll Street and elsewhere believe. 
True, the economy is once again in the middle of a so­
called "pause" . And since this pause. unlike the ones 
that occurred this time last year and the year before. 
is taking place at a time when the economic expansion 
is seemingly closer to maturity, there is growing concern 
that it will lead to a full-fledged recession. 

Rather than being on the verge of a new recession, 
I think we are experiencing what could very well turn 
out to be the longest expansion in postwar, peacet ime 
history. I believe this will be so precisely because or 
the economic climate that has gotten so many people 
concerned. As I see it , we have entered into a new era 
or caution on the part of both the private and the public 
sectors. This has produced-and will continue to 
produce-an expansion that moves ahead by lits and 
!;; !art s. This kind of an expansion will not allow the 
ongoing recovery to develop into a full - fledged boom 
- but neither will it lead to a full -blown recession. The 
end resul t could very easily be continued economic 
growth through the end o f th is decade and beyond. 

Bad News Is Good News 
You can ~ee the private sector's CCIU tion in the allitucle 
businessmen have loward inventory buildln£1. cnpa<:i ly 
expansion. and liriuidity. Still f cc ling the aft er c flocts 
of the 1973-75 recession. and nidod by the use of 
computorn, businesses seem 10 ad jusl inventory 
imbnlanr.es more promptly rrowaclayn lllrin they t1 nd in 
the r est. Thuy did th is in tho summer of 1975. following 
whnt ~eernecl to be n promoturo ri!:c in inventory-sr1les 
rali os, niter the end or tho rcco:.;sion. Tho some tl1 in9 
horpcnccl in the :.;umrncrn or 1976 onc1 1977. 

Of course. lhi ;, s1or -s tart pncc of 1nvcn1ory builuino 
hn!\ prnrl11ccd nrowth ra tes in rent GNP that ore not 
unl ike thnt of ~ roller con~tor . Followi11~1 tho end of tile 
rocm~sion in tho fln:;t quorler ol 1975, tho rcn l GNP rose 
nt n 6 V:i per cont rate in tho second, :md nccclcrn tcd 
lo (In 11 V:- percent clip in the thi rd beforo sliding bnck 
to H rn1c of thr ee per cont in tho fourth. II picked up 
to n nine per cont growth rnto in tho first qunrtor of t;1:.;t 
yoar then slowed p11.1gressivoly th rough tho ycnr, 
rccort1ing only n 1.2 r or cont rn lo o f rise in the fourth . 
Aoain thi s year tho ron t GNP growth rate nccolcmt11cl 
to 7 V~ por "Ollt in tho lirst, nnd Slippocl back to six 
per cent in tho r,ucond. As tho table on tho bnck pnoo 
lndicntes. tho proonosis ls for a slower rntc o f growth 
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in the third quarter, followed by a slight pick up in the 
fourth and then another deceleration throughout 1978. 

A good part of these gyrations was caused by inven­
tories. Real sales to final consumers progressed at a 
steadier pace. In 1975, they averaged growth rates of 
about 4 V2 per cent in the last three quarters. And wh ile 
they slowed to a growth rate of a bit less than four 
per cent in the first quarter of 1976, the rate of increase 
in real final sales actually accelerated throughout the 
yP.ar, even as the rate of growih of the real GNP slowed. 
The same thing seems to have taken place so far this 
year: real final sales rose at a 3.8 per cen t clip in the 
first quarter and jumped to a 5.1 per cent pace in the 
second. It is anticipated that the growth rate of real 
final sales is ri sing even fa ster in the third quarter. 
although some slowing is exp~cted in the fourth . 

In retrospect, it is clear that these minor adjustments 
affected thP. pace of overall economic activity. Rather 
than permitting rates of growth lo change slowly, as in 
the past, these inver1tory adjustments altered the GNP's 
growth pnlh frequently. That's the disadvantage; the 
advantage- so far at least- is that these minor adjust­
ments have tended to lorestall the need for a major 
adjustment. As such, the business expansion-from 
lhe standpoint of inventories, at least-seems to be 
more sustainable. 

P':r t and parcel of thi s ntlernpt on the part of the 
buc;iness sector lo gonernto o "low pressure" recovery 
is busines!Jrnon's cnutiow> rl ltitude townrds plant and 
equipment spcnding- nnrticularly as it affects capacity. 
At mid-yonr, nonresidential fixed investment in real 
terms was about fivo por cont bolow the levels reached 
in tho fo11rth riunrtor of I 973, tho business cycle peak. 
By con trnst. ;it this point in previous business expan­
sions, 1 '1 qunrtcrs niter the business cycle peak. such 
ou tlays were nearly nine por cent h1aher. 

Most or thii; sluggishnoss traces 10 investment iri 
nonresidontinl struc hrrcs. Producers' durable equip­
ment in ronl torrns Is runnlno about two per cent above 
its t:)ll f. inos!I cyr. lo pnDI< compared with an average gain 
of r.cvon por cent at 1h1s tin1c in previous expansions 
Tho volume of !) ricks fJnd rnor tnr 001ng up thesP days 
i ~ nc11rly l 6 'h per cent less than it was at tho business 
cyc le punk. whereas til e typica l postwar recovery has 
soon a 10 per cent higher level Rt this point. 

/\s observed in 111 0 Inst isGuo of this Business Report 
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these trends in capital spending appear to reflect a 
split in business confidence levels. Businessmen are 
fairly confident of the near-term economic outlook, but 
extremely cautious when they look out to the longer 
run. The reasons for this split can be traced to the same 
factor: the role of government. Other than a sudden 
irrr ositlon of wage-price controls, there is very little 
that the government can do to affect the r.ear-term 
outlook for business. However, when one looks out to 
the longer term, one encounters increased political 
uncertainties. There is a growing tendency on the part 
of governments on all levels, but particularly in 
Washington, to impose increasingly complex rules and 
regulations. Ostensibly designed with all good inten­
tions, these regulations have tended to interfere with the 
orderly functioning of our economic machine, making 
it less efficient, while creating greater uncertainties. 

Political Uncertainties Generate Caution 
To be sure, businessmen have always had to deal with 
government intervention. Each sessior. of government 
has passed many new laws and only rarely struck old 
ones from the books. But in recent years government 
intervention has been transformed from a relatively 
uncomplicated type of economic regulation, applied to 
a limited number of areas, to a staggeringly compre­
hensive and complex set of social engineering pro­
grams designed lo arrecl d irectly the behavior of a 
whole society. 

Not only has there been a tremendous ; ·mp in the 
nllmber of major economic and social regulatory 
agencies and a concomitant leap in the number of 
rules and regulations, these laws have become increas­
ingly unpredictable of late. Unllke economic, tech­
nological, or other uncertainties indigenous to the 
private free enterprise system. political unr:erlainties 
tend lo be sudden, swill. c.nd unprecedented. II is 
entirely possible for a multi -million dollar industrial 
complex to comply with all rules and regulations one 
driy, and still be in violation somewhere down lhe road. 
Businessmen and investors cnn cope with uncertainties 
of the m~rkelplac<:; tlley always llave. However, they 
drnw the line when ii comes lo political uncertainties. 
This cou ld be the reuson behind Ille growing reluclance 
on the part or businessmen 10 invest In facilities which 
rn1r-1ht toko n long time to come , .. , stream, and whn~e 
prolil payout jlOinl might be mar t years into the f ulure. 

I would hopo that policymakers will realize he!ore ii is 
too late llmt by possino this multitude of lflws, thoy arc 
slowly but surely killing the goose that IAys the golden 
egg: the nrivate freo enterprise system. However, such 
a develonmcnl might be o while in coming. Thus, if 
b1rninessmon Jre to incroaso thoir investrncnt in bricks 
nnrl rnorlllr, lhoy will need ~orne oilier fi.llip to conli­
c1ence. Tholr own caution, which I believe 1s prolon~1i11g 
tho economic expansion. could very well meot tho tc~ t . 
II ii does, then tho delays in cnpitol spending lhut have 
oc:currod until now, could vary well turn out to bo n 
bless!ng in disouiso. Clonrly, tho recovery has boon 
able to make it to this point without tho usual assislanco 

from capital spending. A stronger burst of plant and 
equipment now would go a long way toward helping 
prolong the life of the ongoing expansion. 

For one thing, increased capital Investment provides 
jobs. Although it might seem so to opponents of " trickle 
down" economic policies, new factories, office build­
ings, machinery and equipment neither grow on trees 
nor come f rnm outer space. Rather, they must be built . 
and this involves labor. 

Another ~eason why increased capital investment will 
prolong the recovery is that it will expand capacity. 
Clearly, an economic expansion depends on supplies 
of goods as well as the demand for them. In this era of 
Keynesian economics, with its emphasis on demand 
management, many tend to forget supplies. 

Finally, increased plant and equipment invariably pro­
duces improved rates of productivity gain. And, as has 
been reported in these pages before, greater produc­
tivity is the only route toward increased living <:>tandards 
for everyone. Productivity is the balance wheel that 
links labor's drive for higher wages with business needs 
lo protect profit margins by raising prices. When pro­
ductivity climbs, there is room for both labor and man­
agement to improve their well-being; when productivity 
is stagnant or falling, only one group can benefit-and 
only at the expense of the other. 

Gelling back to the current economic scene, business 
caution Is also evident in ii'" 3ttitude toward liquidity. 
This is perhaps the main rE:u:>on why interest rales have 
not climbed as swiftly as they usually do at th is point in 
a business recovery. It also suggests that there are 
plenty of short-term funds available for companies to 
use in financing their ongoing operations. 

Allhough they have risen about 1 v~ perconlage points 
since April, short -term rates of interest remain below 
their levels of a year ago-not to mention their pt3aks uf 
1973 and 1974. At this point in t11e typical postwar 
expnnsion, short- term interest rates had been on th< 
ri se for some time. and were well above their levels al 
tho stnrl of the recovery, reflect ing generally tighter 
money. Today, by contrast, even after rising 150 bnsis 
points in lour months, the key federal funds roto 1s 
nol much higher nov1 than ii wa~. at the end of tho reces­
sion some twn and a hal f years ago. 

Economic Policy Is Right 
Turning to the government, I find a similm ch<lnge 
toward cau tion in alt itudes. Proclamations of those who 
follow tho weekly ent rail s of tho Fed to the contrary, 
growth In the money supply over the lonoer run has not 
significantly deviated from tho Fed's irnnouncod taroot 
rnngJs. For example, tho c:ompound annunl rnto ol 
rlla11ae between the overngo of tho four we1.:l<s ending 
Auousl 25. 1976, and 11·.e avornoe of tho four weeks 
ending August 24, 1977. was 6.9 per cont. nccordino to 
tho Fodernl nescrve Bani< or SI. Louis. Tim; compares 
with tho ta r ~ot rnngc announc0d in tho summer of I 97G 
ol ti 11:> por cent to 6 V2 per cent. As for M? (rho onoy 
wpply plu!J net limo depo.::l1r.), tho compou·1d :innual 



rate of change over the same time period amounted to 
10.8 per cent, compared with the range of 7V2 to 10 
per cent announced in the summer of 1976. 

Like the economy, the money supply has grovVn by fits 
and starts throughout most of this economic recovery­
but whenever its growth rate threatened to get out of 
hand, the Fed moved promptly to restrain money growth 
by boosting interest rates. It happened in the summer 
of 1975, again in mid-1976, and, of course, rn 1877 as 
well. 

By these actions, especially its decisions taken this 
summer to reduce the growth rate of the money supply 
and to raise the discount rate a half-point, the Federal 
Reserve has served notice that it intends to follow a 
cautious monetary policy. The Fed is clearly interested 
in encouraging continued economic expansion, but at 
1he same time it wants to help resist inflationary pres­
sures. If this means higher interest rates and slower 
economic growth from time to time, so be it: the rewards 
to be reaped f ram a lower rate of inflatiori would seem 
to be worth it, in the long run. 

But the Fed can't do the job alone. It needs help from 
fiscal policy-and the way things are g:>ing it looks 
like it's getting it. For just as the Fed is conducting 
monetary policy from a cautious stance, so the Admin­
ist ration appears to be managing fiscal oolicy cardully. 
The deficit in the Federal Government s budget for 
fi scal year 1977 likely amounted to less than ci;so bill ion. 
Although large compared with both past history as wel' 
as this point in the business cycle. the FY 77 defici ' 
nonetheless came in better than $20 :l illion less th :in 
feared earlier this year. No doubt this development 
staved off pressures on the financial markets- eilht.!r in 
the form or short- term i:i terest rates thnl wou;d have 
been higher than today, or in even f as:er rates of money 
growth than have been chmacteristic o f the past couple 
of months. 

The prognosis f"... r I iscal ytJa r 1978 could olso be bright. 
Although the Administration predicts a step-up in the 
defici t lo about $62 billion. recent trends in government 
expendilures. as well as in lhe revenues Washington is 
receiving, suggest that the deficit for FY 78 may wind 
up no grea ter than that of FY 77. Again, th is might msull 
in slower economic growth, near-term, sinco the fod­
eial government would not be prov1cling th is n.uch 
spending to the mnrkc tplnco. Howr.vor, it wou ld repre­
sent a plus in the lon9l!r-term outlook, for it would 
permit tho privato sector to gnin n Jreotc r shuro ot tho 
gross nntionnl pio. ns woll as move Washington firmly 
in tho direc tion of tho budgc1 balance p romised for thv 
encl o f thi s rlocr-1dn hy President Cart<.;r. 

Hnving pointed out the benefi ts t•ia t the current eco­
nomic scene suggests to rne, ii s possible to dispose 
quickly of the negatives that loarJ other~ to f orccas ts of 
gloom anj doom. First of all , the longevity of the current 
recovery should not at all be di·;turblng. /\s I pointed 
out In Juno. there appears to be r1 relationship be tween 
tho length of a recovery and tre length of tho previous 

recession. The average recovery has tended to last 
three times as long as the preceding recession, and 
since the most recent recession was 16 months In 
length, this 3:1 r Jtio suggests that the current recovery 
could last at least until the spring of 1979-a total of 
four years. This is not mere mechanical extrapolation. 
Rather, it is based on the fact that the 1973-75 reces­
sion, which was not only the longest but the deepest 
recession of the postwar period, left a lot of economic 
slack. Thus there would seem to be plenty of room left 
for a longer-than-average comeb;:i.ck. 

As for the negative signs in the picture today, most of 
them revolve around statistics that purport to predict the 
future, as opposed to measure of current business 
conditions. Take the stock market, for example. In the 
past year the market has declined about 12 per cent. 
However, in 1971 the stock market also declined 12 per 
cent and yet there was no recession, while in 1966 the 
stock market fell for about the same number of months 
as it has this time and yet there was no recession. 
Indeed, in the postwar period there have been ten major 
bear markets-but only six recessions. As for this 
summer's three-month decline in the government's 
index of leading economic indicators, my measure­
ments show that since 1948 this index had declined for 
three months in a row on a total of 17 earlier occasions 
-almosl three times the number of recessions that have 
occurred. 

Business Conditions Look Good 
You get a much brighter picture by looking al those 
statistics that depict current business conditions. 
Employment is at a record level , with a sizeable number 
of new jobs developing each month. Personal incomes 
are also at new highs-and are expanding at nearly 
lwic ~ the rate of consumer price inflation. Inflation is 
moderating, thanks to ample food supplies, which have 
pulled down grocery store prices. 

Retail sales continue to grow, with gains now more 
widespr ead than earlier this year. Consumers are 
confident, judging by lhe rates f.l l which they have been 
buying new houses and new automobiles. By the way, 
it would be unprecedented for th·~ economy to falter 
while such two key indus1ries as he.using and autos are 
going strong. Industrial production is c limbing, but 
generally at the rate that real retail sa les are growing, 
since businessmen arc strivino to keep inventories 
under control. Finally, uusincns spending on new 
cnpital noocfs upr oar!:> to be 11icking up. 

In light o f the foregoing antJlysis, it seems to me that 
til e curr ent mini-pause will soon give way to another 
mini-boom. Instead or a maxi-recession. In other words, 
we've entered into 0 11 economic c limate that con be 
characterized as " low pressure": things may not get 
boomy- but they won't go bust. either. Coming after 
tile excesses of the past dozen years. in which the 
lempern ture of tho economy repeatedly reached he 
boi ling point, such a low~p rossure climate should be 
regarded os tho harbinger of a welcome return to 
economic health ancJ stobility. 



Autumn, 1977 
MHT FORECAST OF GROSS NATIONAL PRODUCT 

(Seasonally Adju1ted Annual Rates) 
In $ Biiiions 

<ACTUAL PROJECTED > 
YEAR 76 77 YEAR 77 78 YEAR 78 

LEVEL % CH II Ill IV LEVEL % CH II Ill IV LEVEL % CH . 
Gross Natlonal Product 1706.4 11.6 1810.8 1869.7 1912.7 1966.0 1aa9.e 10.7 2014.6 2064 .7 2114.3 2163.6 :oas.3 10.6 

GNP: $72 1274.7 6.0 131 1.0 1:330.6 1344.4 1360.4 1336.6 4.9 1375.0 1388.6 1400.7 H09.7 1393.5 4.3 
% Chm1ge, annual rate 6.G 7.5 6.1 4.2 4.8 4.9 4.4 4.0 3.5 2.6 4.3 

Consumption 1093.9 11.6 1172.4 11 94.0 1223.5 1250.8 1210.2 10.6 1279.9 1310.3 1341.4 1370.4 1325.5 9.5 
Durables 158.9 19.6 177.0 178.6 183.1 185.5 181.0 13.9 189.5 193.5 197.9 200.7 195.4 7.9 
Non·Durablo!:> 442.7 8.2 466.6 474.4 483.7 494.6 479.8 8.4 507.1 519.4 531.8 542.3 525.1 9.4 
Services 492.3 12.3 528.8 541.1 556.8 570.7 549.4 11.6 583.4 597.4 611.7 627.4 605.0 10.1 

Investment 243.3 211.7 271 .8 294.9 295.0 308.9 292.7 20.3 319.7 327.4 333.3 337.5 329.4 12.6 
Non·Residential 161.9 8.6 177.0 182.4 188.8 194.1 185.6 14.6 199.6 205.5 212.0 218.2 208.8 1'?.5 

Producers Dumle Equip. 10G.1 10.2 119.2 121.4 125.9 129.5 124.0 16.9 133.2 136.8 141.1 145.0 1S9.0 ll.1 
Structures 55.9 5.7 57.9 61.0 62.9 64.6 61.6 10.2 66.5 68.7 70.9 73.2 69.8 13.4 

Residential 68.0 32.3 81.0 90.8 97.0 101.4 92.5 36.0 104.4 106.6 108.9 109.8 107.4 16.1 
Inventory Changes 13.4 13.8 21.7 9.3 13.4 14.5 15.6 15.3 12.3 9.5 13.2 

Net Exports 7.8 - 8.2 - 9.8 - 8.3 -8.1 - 8.6 - 10.0 - 8.5 -6.1 - 3.4 - 7.0 

Government Purchases 361.4 6.6 374.9 390.6 402.5 414.4 395.6 9.5 424.9 435.5 445.8 459.0 441.3 11.6 
Federal Defense 86.8 3.4 89.7 93.4 95.7 98.9 94.4 8.8 100.3 102.6 104.3 107.8 103.7 9.9 
Federal Civilian 43.3 10.0 46.7 50.2 51.9 53.2 50.5 16.5 54 .6 55.5 56.3 58.3 56.2 11 .2 
State & Local 231.2 7.2 238.5 247.0 254.9 262.3 250.7 8.4 270.0 277.4 285.2 292.:1 281.4 12.3 

Final Sales: $72 1266.2 4.5 1301.2 1317.4 1337.8 1351.3 1326.9 4.8 1364.6 1378.7 1392.9 1403.8 1185.0 4.4 
% Change, annual rate 4.5 3.8 5.1 6.4 4.1 4.8 4.0 4.2 4.2 3.2 4.4 

GNP Price Index (1972=100) 133.9 5.3 138.1 140.5 142.3 144.5 141.4 5.6 146.5 148.7 150.9 153.5 149.9 6.0 
% Change, annual rate 5.3 5.3 7.1 5.1 6.5 5.6 5.6 6.1 6.2 6.9 6.0 

Consumer Price Index (1967 = 100) 170.5 5.7 177.1 180.9 183.2 185.5 181.7 6.5 188.1 190.9 193.7 196.5 192.3 5.9 
% Change, annual rate 5.7 8.4 8.8 5.2 5.2 6.5 5.8 6.1 6.0 5.9 5.9 

Total Personal Income 1382.7 10.3 1476.8 1517.2 1549.2 1595.5 1534.7 11.0 1627.2 1667.8 1707.3 1747.9 1687.6 10.0 
Oispu:iable Personal Income 1185.8 9.4 1252.4 1292.5 1324.5 1362.5 1308.0 10.3 1394.4 1428.4 1461.1 1491.0 1443.6 10.4 
Savings Rate 5.6 4.1 5.3 5.3 5.9 5.2 5.9 6.0 5.9 5.8 5.9 

Employment Rate 56.1 56.5 57.1 57.3 57.3 57.0 57.6 57.7 57.7 57.7 57.7 
Unemployment Rate 7.7 7.4 7.0 6.9 6.9 7.0 6.5 6.4 6.6 6.6 6.5 
Indus. Production ( 1967 = 100) 129.8 10.1 133.S 137.3 139.7 141.7 138.0 6.4 143.6 145.4 147.3 147.8 146.0 5.8 
llouslng Starts (000) 1541 .3 32.7 1758.3 1909.0 2029.6 2038.8 1933.9 25.5 2012.6 1991.7 1997.1 1933.7 1983.8 2.6 
Domestic Auto Sales (000) 8633.3 21.6 9400.0 9300.0 9411.6 9073.5 9296.3 7.7 9008.4 8955.3 9058.0 8895.6 8979.3 -3.4 

Corporate Pre-Tax Profits 156.8 27.0 161 .7 173.4 177.7 181 .4 173.5 10.6 185.3 189.1 192.8 191.5 189.7 9.3 
- Taxes 64.7 29.0 64.4 69.3 71.9 73.4 69.7 7.1 73.2 74.8 76.2 75.6 75.0 7.5 
Net Profits 92.1 25.5 97.2 104 .1 105.8 108.0 103.8 12.7 112.0 '114.4 '116.6 115.9 114.7 10.5 
- Dividend Payments 35.8 10.3 38.5 40.3 41 .4 42.6 40.7 13.9 43.9 45.2 46.5 47.7 45.8 12.5 
Undistributed Profits 56.4 37.5 58.8 63.8 64.4 65.4 63.1 12.0 68.2 69.2 70.2 68.1 68.9 9.2 
+Depreciation 97.1 8.5 102.0 103.5 106.2 108.5 105.1 8.2 110.9 113.3 116.0 119.3 114.9 9.4 
- Inventory Profits 14.1 17.2 20.6 17.8 13.5 16.4 17.1 20.8 16.8 19.5 20.4 17.8 18.6 9.1 
Not Cash Flow 139.3 17.7 140.2 149.5 157. I 157.5 151.1 8.4 162.3 163.0 165.8 169.7 165.2 9.3 
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OUTPUT DECLINE NOT WORRISOME 
Economic activity remains in forward gear, even though 

two key indicators of current business conditions, indus­
trial production and housing, decl ined in the latest 
month. 

The firs t thing to note is that industrial output never 
travels upward in a straight line. In previous expansions, 
output had stalled six times, on average, before the re­
covery reached the age of 29 months. By contrast, in the 
current upswing, production has foi led to rise on only 
four occasions so far-and one, January, 1977, was due 
to the abnormally cold winter. 

Additionally, the major portion o f August's drop Wi15 
in two sectors-autos i'.id electrical generation . Uo1h had 
registered very high rates of oulpul in July: ;wtos, because 
of the surge in d..!mJnd for 1977 model ca rs to beat the 
price increases on the 1978s, i\nd electrical power be­
cause o ( the lw ,11 wave. Auto assemblies normally decline 
in August , n ~ Detro it changes over to the new models, 
but bec.iusc of July's upsurge the drop this time was 
greater than usual. And August's wcnthc>r was cool com­
pared with July. Finally, lhere is more c;111tion tha11 usual 
among businessmen these days. Businesses seem 10 
adjust inventory imb<1l i1nccs more promptly nowacJ.1ys 
than they had in the pnsl. This is good news, since minor 
adjus1me111s torlay tend lo forestall the need ror major 
correr lions li1tcr on. 

HOUSING DEMAND REMAINS STRONG ..• 
As fo r homebuilding, the clip in August looked for 

worse than i t rc.1lly w.ls. for one thing, wh ile last month's 

annual rate, 2.02 million housing units, was three per 
cen t off July's pace. It remained a hefty 32 per cent above 
last year's figure. Additionally, the pace of single-fami ly 
homebuilding remained unchanged between Ju ly and 
August. This is significant, since a single-family house 
uses more labor and materials than a one-fam ily unit in 
an apartment building, and generates more after-market 
sales. Finally, permits to erect housing in the future rose 
eight per cent in August to a level 35 per c:ent ahe;id of 
last year. 

The outlook for housing continues bright. The Manu­
facturers Hanover Economics Department expects the 
annual rate of housing starts to run in the 2 million zone 
th rough the end of next year. This would be a f avorablc~ 
figure under any circumstance, but it is especially im­
pressive now because of the age of the recovery. Funds 
for homebuilding usually dry up when an upswing gets 
lo be as o ld as the c;urrent one. This time, funds are 
readily available-not only from such traditional sources 
as tl ie thrift inst i tutions, whose deposit inflows remain 
strong, but also, from e)(isting homes. 

A little known source of purchasing power which is 
helping the sale o( new homes is the increase In equity 
built up by ownt!rs of existing homes. The average house 
has appreciated significantly In value in recent years. 
According to the Commerce Department, the selling 
price of a typical new onc-f amily home has doubled 
since 1967. Unlike installment debt , which represents a 
lien on futu re savings, th is equity, when tapped th rough 
a second mortgage or a refinancing, unleashes the results 
o r past savings. Whil e this has always been available in 
the pnst, it is a more powcrf ul fat: tor nowadays hcc.11ls<' 
of the unuo;u11lly sharp ris<' in prices of new .111d existing 
homes. This incrc.1se in homeowners' equity, believed 
10 to tal around $'!00 bi ll ion, represents potcn1 i11 I buying 
pow er that is being used- not c nly to buy new homes 
.ind seconcl homes, bu t lo purchase. home r11m ishings, 
Cilr5, finanrc education, travel, and so forth . 

• . • BUT MATERIAl.S SHORTAGES ARE Dk:VELOPING 
If there is a cloud over housing, it may w ell comt• fr1>m 

,, !tick o f supplies, r01 ther th,1n L1 dearth o f demand. Short­
•'l~Cs of many typC's or bulltllnrt m;i tcrials arc apparently 
beginning to crimp cnn~ltu ctinn of 11cw lwnlC's. Whal is 

(conllnuocl on back pnae) 



SELECTED 
11 F~DERAL RES~~VE~ riATP. 

(Weeki~ Averages of Daily F1gures-M1llionslot Dollanlf , . . ' 

WHk G.hange Since 
Endinr Werk Ago Year Ago 

9/28/ 77 
Reserve Bank Credit 

U.S. Gov'ts and Agencies 
Owned Outii&h~ & PPs 110.~1~- .-6,3G2 + 7,345 
Member Bank Bc.rrowings 719 19 + 632 
Float 2,875 -1,422 + 461 

Total Reserve Bank Credit 117,063 +5,071 + i',215 
Treasury Deposits with 

Federal R~Jserve Banks 12,089 +5,901 - 214 
Currency Outside Banks 8:8,581 -1,367 + 7,539 

Member Bank Reserves 
Required 35,381 + 453 + 1,003 
Excess (Deficiency) 218 + 187 + 19 

Total Reserves Held 35,599 + 640 + 1,022 
Net Borrowed Reserves J; 501 • 206r + 613r 

Gov'ts held for Foreign Acct. by I 62,801 +13,588 F. R. Banks (End-of-Week) 104 

r-Revised 

9/21/77 

Money Supply($ Bil., SA) Ml 330.4 1.1 

Money Supply($ Bil., SA) M2 793.0 0.9 

, I 

BANK LOANS I 

IM}llions of Dol~a&1 I 

Wookly floportlu~ 
Lnri\t. ommorclnl Onnks 

Nationwide (9/ 21177) 

New York City (9/28/77) 

Nationwide (9/ 2 l / 77) 
New York C.ity (9/ 28/77) 

Commorclr l nmt 1ruJ11 strl:il Lonns 
Latest Chango Since 
Wosk Wo11k Ago Yo:ir Ago 

120,348 
33,949 

+ 1,065 

- 191 
+ 7,3313 
+ 401 

Tot:il LOilllS GIOG~ A!lj11stod 
L:ttost CIHllll?O Sl11co 
Weak Weck Auo Yoor A110 

309,668 

69,444 

+2,314 

- 1,324 

1·28,663 
I· 2,39t1 

Required reserves were higher in the September 
28 statement week, and at the same time the member 
banks came under heavy pressure from a substantial 
increase in the Treasury's average deposits with the 
Federal Reserve Banks and an unusually large drop in 
average float. The latter development reportedly re­
flected in part ;i computer mall unction in the Chicago 
District. Moving vigorously to offset these tightening 
factors, the monetary authorities added, on average, 
some $6.4 billion to the central bank's holdings or 
Governments and Agencies. Additional case came 
in the form of a sizable decline in average currency 
ou tside b;:mks. These and other easing influences pre­
vailed, and the member banks' average net borrowed 
reserve position contracted by $206 million. 

The average Federal Funds rate jumped twenty-five 
basis po in ts to (1.35 % . Trading in the first four sessions 
was in a range of 6 '/11 % to 6 'h 0/o, with the eff ectivc 
rate varying f rorn a low of 6.21 o,{, tu a high of (1.40% . 
On the settlement <fay, the trading band widened to 
J% to 7'h%, and the effective rate moved up to 
<1.55%. Fairly tight conditions by recent standJrds 
prevailed ;it the beginning of the cu rrent statement 
period. Trading wa~ i11.i range of<> Vii% to <1'l11X1, with 
.111 <'ff ectivc rn tc of (1.4(1%. 

The moijor New Yo1k City h;inks incrcnsed the 
; ut stnncling tot.11 of the la rgc-clcnominati<>n Certifi­
c.1tes uf Deposit by $%4 mi llio11 i11 the September 
211 week. The rise, which wJs more than four times as 
large as tlw rnnof( that occurred the previllllS week, 
01w 1h.1t im:ludcd a t:orpor.1tc! 1.1x p.1yme11t date, 
reduced t.lw rwt dcclinl' sinc:e the bcgin11ing of the 
yc.1r tn S2.2 billion. 111 the firs t nine month~ of l;ist 
y<'.11, ,1 period uf vc1 y sluggish lo.111 dc111,1nd, CD's at 
the Nt•w York C.:i ty hanks contr.1ctcd by$().[. billion. 



SEC RITY MARKETS ~ . . . ... 
Change Since 

r-riday Week Year 
9/ 30/ 77 Ago Ago 

U.S. Governments, Closin1 Bid Prices: 
90-Day Bills (Discount Basis) 
180-Day Bills (Discount Basis) 
Longest Bills (Discount Basis) 
6¥es 9/ 30/79 
6:r4S 9/ 30/ 8 l 
71/4s 8/ 15/ 84 
7V4S 8/ 15/92 
7¥es 2/ 15/07-02 

5.89% 
6.19 
6.26. 

99.21 
99.~-

100.2 
9i.3l -
99.8 . 

.07 + .85 
+ .07 + .94 
+ .06 + .86 
+ 2/32 
- 3/32 
- 3/32 
- 4/32 
- 8/32 

Municipals: 
Bond Buyer-20 Bond Index (9/29/77) 
Blue List Total ($ Mi Ilion) 

s.5i%• , + .01 .96 

30-Day Visible Supply ($ Million} 
Total 

Corporates: 
Moody's Aa Composite (9/29/77) 
Money Mgr.-30-Day Supply($ Million) 

Stocks: 
Dow-Jones Avera&es 
Industrials 
T ranspor ta lion 
Utilities 
65 Stocks 
Standard and Poor's 500 Stochs 
N.Y.S.E. Composite Index 
N.Y.S.E. Ava. Dally V:il. for Week COOO's) 

' 4R'l. Tu11ble Equlv11tcnt 10.60% 

$1,235 
$2,515 
$3,750 

8.18% 
$1,~t 

·841.11 
215.48 
113.25 
290.61 

96.53 
52.81 

19,520 

+$ 53 +$ 354 
+$102 +$1,050 
+$155 +$1,404 

+ .03 .13 
+$ 146 +$ 174 

+ 7.97 - 132.78 
+ l.00 + .3ts 
+ .75 + 15.51 
+ 2.57 17.38 
+ 1.49 7.64 

+ .74 2.89 

+ 812 + 1,264 

·- SHORT . TE.RM PAPER OUTSTANDING I 

(Millrons of Dollars) 

Negotiable Time CDs Lntost Cha11~10 Sinco 
Weekly Reporting 13nnks Weck Wook ARO Yonr AP.O 

Nationwidl! (9/ 2 I/ 77) 65,237 + 310 - 317 
New York City !9/28/77) 20,497 + 964 - 1.269 

E11d·Of·MOrt llt Cha1111u Sluco 
Tctnl Month Al{U Yonr ARO 

Commcrclal Paper July '77 58,760 - 612 +7,581 
Banker~ Acceptances July '77 23,499 + 59 + 3,955 

The Government market got orf to a 
shaky start last w~ek. In the regular auc­
tion, bills went at their lowest levels in 
almost two years, and coupon issues 
moved moderately lower. Prices stabil­

ized iater, and iht: li:;t dosed unch<lngcd 

to miicr.rl nn the week. 
Underwriters of new tu-exempt 

bonds made price concessions or as 
much as ten basis points from recent 
levels on last week's expanded volume 

or $956 million. Investor reaction im­
proved, raisi ng the Placement Ratio to 
82.1 % from the previous week's 72.6%. 
Trading in outstanding issues was very 
quiet, and price movements insignHicant. 

In the corporate sector, a new Aa­
rated utility Issue was oHered as 8 1/4 :; 

at 100. Although that was moderately 

higher than the yield or 8.125% available 

on a comp<:rable issue oHered enrller in 
the month, the b ond s sold sl owly. 
Trading in the secondary market for 
older bonds continued very qu iet, with 

pr ices fluctuating in a narrow range in 
nn atmosphere of uncertainty. 

Secrl!tary Blumenthal's rema rks on the 
nation's international trade derlclt were 
:imong the factors ci ted for the decline 

on the New York Stock Exchange on 
Tuesday of Inst week. Thl! Dow-Jones 
Industrials s;ink to ;i twenty-one month 

low. The market improved somewhat on 
Thursday and 17rlday, in part in response 
to a rise in lc;idlng economic lndkators, 

and major i nd ices man aged m odest 
gains on the week. 



·sELECTED · eus1NESS. INDICATORS . .. . .. ' . . . . . 
. (All Dollar Figures in Billions) · , · ·· · . . ·. , : . ' . . .. . . . . . . . . . ' . ~ . .' ; .. ... , . " ), . '' ~ 

Gross National Product (Current Dollars)• 
New Plant and Equipment Expenditures• 
U.S. Merchandise Trade Balance [Surpl. (s) or Def. (d)Jt 

Leading Indicators Composite Index (1967 = lOO}t 

Industrial Production Index (1967 = lOO}t 

Total Business Salest 
Total Business lnventoriest 

Civilian Employment (Thousands of Persons)t 
U111?mployment as% of Civilian Labor Forcet 

New ~onstruction Expenditures .. 
Prlvatt. Housing Starts (Thousands of Units)• 

Personal Income• 
Net Change in Consumer Instalment Creditt 

Wholesale Price Index (1967 = 100) 
Consumer Price Index (1967 = 100) 
'Seuonally adju~ted a nnua l rate tSeasonallv actjustee. 

Dfferinr Rates 9/ 30/77 

,t U.S. Treasury Bills 

•Federal Agencies 
•Project Notes 
(48% Taxable Equivalent} 
Negotiable Time CDs 

Manufacturers Hanover 
•Secondary Market-Prime 

3 Monthi. 

5.77% 
6.05 

5.58 

6 Mon hs 

6.10% 
6.36 

5.87 

1 Ve.it 

6.1 5% 
G.60 

6.54 

Rates By Arrangement 

6.375 6.65 

tf'inancc Company Paper - Prime t • Onnkers' Acceptances 
5- 14 days 5.875% 

15- 29 days 6.05 
30· l 7'J <.Jays 6.15 

180-239 days 6.25 
240-270 days 6.375 

t Industria l Paper- Prime 
30· 89 <.Jays 6.125% 
'J0-1 I 'J days G.25 

10l1count Douts. 

Oct. 6.00% 
Nov. 6.05 
Dec. (i.10 
Jan. 6.15 
Feb. 6.20 
Mar. 6.25 

+Federal Funds 
~ffectlve Rate 6.55% 

IE• llmatod, 

Latest Period 
or Previous Vear Ago 

End of Period Period Period 

2nd f'J.'77 $ 1,870 $ 1,811 $ 1,692 
4th Q'77 $142.02(a) $ 138.43(a) $125.22 
AUg. 

Aug, 

Aug. 

July 
July 

Aug. 
Aug. 

July 
.Aug. 

Aug. 
July 

Aug. 
Al.lg. 

'77n $ 2.67(d} $ 2.33(d} $ 0.74(d) 

'77n 131.3 130.3 125.6 

'77 138.2 138.9 131.3 
-

'77 $- 213.4 $ 214.3 $ 1~3.3 
'77 $ 317.4 $ 315.5 $ 290.9 

'77 90,771 90,561 87,834 
'77 7.1% 6.9% 7.9% 

'77 $ 170.7 $ 171.7 $ ' 45.8 
'77.. 2,022 2,076 1,530 

'77 $ 1,547 $ 1,539 $ 1,394 
'77 $ 2.32 $ 228 $ 1.45 

'77 194.6 194.9 183.8 
'77 183.3 182.6 171.9 

n·Newl1 reported flaure. • ·llnllclp11ted. 

Continued 

more, lhe cos t o f th ese supplies has begun lo esca late, 

which 1s bound to boost housing p rices further. Among 
the items in !ihorll'SI supply is insulation. A combint1tion 
of high-level new home activity, tightened loct1I stancJ­

arcJs, strikes at the various insulntion-proclucing firms, as 
well ns increased consumer demand because of last year's 
cold winter .rnd expectations of il Federal lilx hrcnk would 
seem to he rcspumihlc for the insulation shnrtngc . 

( >lh<!r itrms an.! in si111il.u short supply- ·although 1101 

everywhere. Homebui lders circ being dcl11yecl by spot 
shortt1gcs of such c riti c;il building materials as bricks, 
wallboard, concrete nncl plumbinl ·nplics. These items, 

along with insuliltion, have risen • le shMply in price 
in recen t months- In some Cilses ns 111uch as 20 per cent. 
And lumber, of which there is no shortilgc, reportedly 
went up 20 per cent in August L1lo11c to il level ·10 per cent 

c1hcad o f Inst year- and nearly double th11t of two years 
,1gu. 



WHAT'S THE FED UP TO? 
Since mid-July, the Federal Reserve has been trying 

hard to bring excessive monetary growth under conl1 ol 
by progressively raising rhe Fed funds rate. There is littl~ 
argument agains1 the objective of ~uch polic:. sin1. t con­
tinuing rapid increases in the money suppl i1, both nar­
rowly and more broadly defined, could retuel inflJ ·ion 
expecta tions, thereby posing a serious threat to the on· 
going expansio n. The instrument used in implem ~rllrng 
the policy, however, leaves il r,reat deal Lu he desm~d. 

The numbers .i re revealing: Between Julv 15, 19 ... 7 
and October "12, the Fed funds r.1tc lu-; in r i sctl hy 
"100 basis points from 51/2% lo 61h 0A1 . Dlll .f' g .he- same 
period, the narrowly defined money stock, M 1• 111 read 
of declining or st.ib ilizing as was hoped, shu t up .1rc.b 
$10 billion, while the equally import;rnt M 2, whi\ 1• in­
cludes Silving!i deposi ts JI commercial bi1nk-;, ,l'ivJ11crcJ 
$13.5 billion. Obviously the tactics have failed to pro· 
duce the desired resull. 

No r c.111 a c.Jccline in mnrn·v supply be counlecl cm in 
the period ahead, as some people expecl, in l ine wilh .1 

slower-p<1 ccd economy. Over shor l i11tcrvills, sprcacJiPt: 
from two to six quarters, tlwrc SCl!ms to be very li llfp 
correlation between MI growth and 11 11~ tempo of eco ­
no mic .1c tlvil)' . And tlwr<' arc several o lhrr factors that 
also 1c11cl In frus1r.1t<• the Fed's ;:ibility to 111;inage Ilic 

rnnney ;iggreg.11cs. Ole.I se,isonal factors, for one, :ipp••nr 
out nf l iric, .1s c; IJown by the rc•gul.ir bulge in M ·t during 

the first month of each quarter for nearly a year now. 
There is also the wider use of computer banking and the 
r roli feration of mone)' substitutes. Money velocity, 
which has held unusually high thus fa r in this expansic.n, 
n ay be finally slowing down. Thereby, a given level of 
o u<put now requires a greater vo lume of money to Slip­
port it. Massive internationa l money flows unJoubtcd ly 
are playing a role, as well. And cash management by 'the 
Tr easury has always posed a problem. In this regard, It 
b quite possible that the $4.9 billion surge in M1 for the 
statement week ending October 5 traces largely to a 
flurry of check-writing by government agencies lo meet 
lhe deadline of expenditure disbursements before FY 
1977 turned over on September 30. 

All in all, there is serious doubt as to ·whether the F~d 
can control the money supply. But even i f it could, the 
relationship betwPen "the Ms" and the national employ­
ment and price goals is equally uncerta in. at least over 
meaningful time intervals. And sin e~ money market rates 
have already advanced to the level where they could be­
gin to exert a drag on the ongoing expansion, without 
producing lhe desired results, the time appears at hand 
for the Fed to try o ut a new strategy. 

WHERE HAS LOAN DEMAND GONE? 

The sluggishness of business loan demand at la rge New 
Yo rk City banks has received perhaps too much atlen­
lion fo r several months now. What hils foiled to make 
headlines is the cquillly important fa ct that corpornte 
loan demand outside New York Ci ty is strong. This over­
sight implies 1'1.11 the New York Ci ty situation is repre­
sentative of lending conclilions country-widP. But the 
trulh o f :he matter is that New York banks, despite their 
siLe, arc only the tail which docs not necessarily wag 
the dog. 

Comm~rcial and induslri.11 loans on Ilic books of large 
New York bank~ have typi cal!)' .1ccoun tt>d for about 
~5% of 1hc lo t.11 outstand ing, compared with 45% for 
other lilrge weekly reporting banks. and .1 30% share by 
sm.illcr regional bilnks. Since the b<'ginnins:i of the on­
going rcrnvcry thrr>t• developments stand o ut. First, 1he 

(continued on back pago) 



SELECT@o FEDERAL RESERVE DATA 
(W~ekly Averages of Daily Figures-Millions of Dollars) . · 

• ,>, . . I . 

Reserve Bank Credit 
U.S. Gov'ts and Agencies 

Owned Outright & RPs 
Memb£lr Bank Borrowings 
Float 

Total Reserve Bank Credit 
Treasury Deposits with 

Federal Reserve Banks 
Currency Outside Banks 

Member Bank Reserves 
Required 
Excess (Deficiency) 

Total Reserves Held 
Net Borrowed Reserves 

Gov'ts held for Foreign Acct. by 
F. R. Banks (End-of-Week) 

Money Supply($ dil., SA) Ml 

Money Supply($ Bil., SA) M2 

Wocktv Hcpo1ti11~ 
Larp,r: Comn101ci;i l B;ink~ 

Nationwide (10/ 12/ 77) 
New York City (I 0/ 19/77) 

Nationwide (l 0/12/ 77) 
New York City (10/ 19/77) 

Week Chang1J Since 
Ending 

Week Ago Year Ago 10/ 19/ 77 

103,731 + 40 + 3,558 
·1,861 + 810 + 1,813 
4,399 + 592 + 929 

112,321 +1,403 + •i,740 

4,704 - 816 - 3,695 
90,556 + 712 + 7,431 

36,278 +l,628 + 1,691 
104 - 130 + 5 

36,382 + 1,498 + 1,696 
1,757 + 940r + l,808r 

67,050 +1,313 +17,054 
r-flevised 

10/1 2/77 

334.1 0 

799.4 + 0.5 

Comrn rcial a111I lndu~lri:it Lo;111s 
Lotcst Ch~nv.o Sinr.o 
Weck \Vock Ago Yc:ir /\;to 

121,251 
34,797 

+498 

+485 

+ 7,928 

+ 699 

Total t t)tlflS Groi.s Adjustud 
L:it c$l Ch:lllRO Since 
woek Weck A~o Yuar Ar.o 

313,014 

72,315 
+992 

+972 

+30,503 

+ 3,298 

Member bank borrowings increased significantly 
on average in the October 19 statement period to 
reach their highest average level in about three year~ 
the latter a period of heavy borrowing from i;w 
Central Bank. Required reserves averaged sharply 
higher on the week, and the net borrowed reserve 
position of the member banks rose substantially over 
the level rerorted for the prior statement period. 

Trading in the Federal Funds market tended to re­
main within a fairly narrow bJnd during the first four 
sessions of the week, \Vith the eff ec:ive rate mo\·ing 
between 6.46% and 6.53%. Except on settlement 
day, when Funds changed hands between 63/o % and 
75/a % and the effective rate rose to 6.59%, rates dur­
ing the week held in a range betweer. 6X'6% and 
6% % . The average rate for the week increased from 
6.41% to 6.50%. The current period began with 
trading between r<iles of 6K6% and 6U6% and an 
effective rate of 6.S-1 % . 

The money supply remained unchanged at $334.1 
billion in the October 12 W""'k, bringing the average 
for the four weeks ended ti. .r date lo $332.1 billion. 
At that level, M1 1r, up at a seasonally adjusted an­
nual rate of "J0.4% from the average of the four 
weeks ended three months ago, 9.2% from the four 
weeks ended six months earlier, and 7.6% from the 
corresponding weeks of last year. The broader mone­
tary aggreg<ite, M2, defined as M1 plus lime deposits 
at commercial banks other than large-denornination 
Certificates of Deposit, rose by $0.5 billion in the 
latest reported period. Averaging $796.1 billion in 
the four weeks ended October 12, M2 shows a sea­
sonally adjusted annual increase o( 9.6% from the 
four weeks ended three months ago, 9.4% from the 
four week period ended six months 11go, and 10.5% 
from tl·e avernge level rrcvailing in the comrarllble 
four weeks one year llgo. 

The latest \.veckly rise in large-denomination Cer­
tificates of Dernsil llt the leading New York City 
lx1nks was the fourth gain in as mllny weeks. The 
tnt.11 increase during this 11eriocl, which bcgnn with 
CDs at the low po int fo r the year, has now amounted 
to ,1bout $2!1 billion and ha~ cut the decline in these 
CDs since the close of l<ist ye;ir from llbout $3.2 bil­
lion four weeks :igo to about $0.3 billion. 



-. 
SECURITY M.A.RKETS 

U.S. Governments, Closing Bid Prices: 
90-Day Bills (Discount Basis) 
180·Day Bills (Discount Basis) 
Longest Bills (Discount Basis) 
71/45 10/ 31 /79 (W.I.} 
71/as 11/ 15/82 
71/45 8/15/84 
7\~s 8/ 15/92 
7%s 2/ 15/07-02 

Municipals: 

Friday 
10/ 21 177 

6.08% 
6.46 
6.57 

100.2 
98.27 
98.24 
96.23 
98.2 

Bond Buyer-20 Bond Index (10/20/Fl 
Blue List Total ($ Million) 

5.67%* 
$1,094 

30-Day Visible Supply ($ Mil lion) 
Total 

Corporates: 

$1 ,728 
$2,822 

Moody's Aa Composite (10/20/77) 
Money Mgr.-30·Day Supply ($ Million) 

8:30% 
$1,728 

Stocks: 
Dow-Jones Averaees 
Industrials 
Transportation 
Utilities 
65 Stocks 
Standard and Poor's 500 Stocks 
N.Y.S.E. Composite Index 

808.30 
204.81 
110.52 
278.26 

N.A. 
50.61 

N.Y.S.E. Ave. Daily Vol. for Week (OOO's) 20,050 
'48% Ti!Xablo Equlvalcnl 10.90% 

Negot iable Time CDs L:i tost 
Weekly Reporting Danks Wtek 

Nationwide (I0/ 12/'/7) 67,741 
New York City (1 Of 19177) 21 ,944 

End·of-Mo11th 
Total 

Commercial Paper Aug. '77 59,397 
Bankers' Acceptances Aug. '77 23,091 

Chango Sinco 

Wee ii /ear 
Ago Ago 

.2~! + 1.19 
.O!i + 1.40 
.01 + 1.39 

_ . 1/ 32 

- - 32 
-10/32 
- 3/32 

- .03 .63 
-$ 4 +$ 88 
+$178 +$ 76 
+$174 +$ 164 

+ .04 + .07 
-$473 - $ 155 

-13.34 - 130.45 
- 5.80 .42 
- 1.65 + 1·1.34 
- 5.32 17.i'O 

- .63 2.81 
+ 1,016 + 3,326 

Ch:> Ol!O Si11cu 
week Miu Yo.ir J\p,o 

+ 100 + 3,161 

+ 570 + 481 

Cha11i:u Slr co 
Month Ano YP:lf 1\(10 

+ 637 +9,297 
- 407 +3,708 

Rates in the Government bill market 
were generally firm last week, with the 
shorter bills somewhat stronger than the 
longer issues. Prices of coupon issues 
were mostly off early in the week, up 
somewhat in the midweek sessions, and 
easier toward thP. dose. The Treasury's 
regular monthly auction of two-year 
notes producer! an average )•ield of 
7.27% compared to 6.7"% last month. 

Working with a fairly sizable new is­
sue calendar, the corporate market put 
in a generally constructive wer.k. A 
$100 million Motorola, Inc. Aa-rated 
issue, priced lo yield 0.03% in thi rty 
years, sold well as did $60 million Tuc­
son Gas & Electric A-rated 01hs of 
·10/1/09 priced at par. Other major is­
sues sold somewhat more slowly, but 
were l;irgely distributed by the close 
of the week, with some issues moving 
initially to modest premiums. The sec­
ondary market closed unchanged to 
slightly lower on the week. 

New issue volume in the tax-exempt 
market declined somewhat last week 
from the stiff pace of recent weeks. A 
$150 million State of Illinois issue, carry­
ing the highest prime grade yields of 
the year, sold quickly as did a Aaa-rated 
Fairfax County issue. Most other offer­
ings moved reasonably well, and the 
Placement Ratio increased to 00.9% 
from the previous week's 04.7%. Prices 
of ou tstanding issues tended to improve 
wcck-io-weck, and trading ciuickene<I 
somewhat as the week progressed. 

Aside from il few lceble rally .1t­
llm1pts1 the New York Stock Exchange 
;igain spent most o f l:lsl week 011 the 
downside. Worries over interest rates 
.1mJ the future of the economy evident ly 
rcrn.iinccJ tlw m:lin negative factors in 
milrkct sc11t•rncnt. 
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SELECTED BU 
·; (All DQllar· Flgur~s ·n Bi.I 
. ··," .. · . !\' . 

Gross National Product (Current Dollars)* 
New Plant and Equipment Expenditures* 

I I • 

U.S. Merchandise Trade Balance [Surpl. (s) or Def. (d)JI 

Leading Indicators Composite Index (1967 = lOO)t 

Industrial Production Index (1967 = lOO)t 

Total Business Salest 
Total Business lnventoriest 

Civilian Employment (Thousands of Persons)· 
Unemployment as% of Civilian Labor Forcet 

New Construction Expenditures• 
Private Housing Starts (Thousands of Units •• 

Personal Income• 
Net Change in Consumer lnsta ?nt Cre• t • 

Wholesale Price Index (1967 = 100) 
Consumer Price Index (1967 = 100) 
' Seasonally adjusted annual rate tScasonally adjusted. 

'NEW .YORK. MONE I o 

. . " 
Offering Rates 10/21/77 

:j: U.S. Treasury Bills 

•Federal Agencies 
•Project Notes 

3 Months 6 Months 1 Vear 

(48% Taxable Equivalent) 
Negotinblc Time CDs 

Manufacturers Hanover 

·secondary Market- Prime 

tFinance Company Paper - Prime 

5- ltl days 5.50% 
15- 29 clays 6.25 
30- 89 days 6.375 
90-270 days 6.50 

ttnduslrial Pi!pcr- Prime 
30· 89 days G.45% 
90-1 19 dnys 6.GC' 

6.12% 

6.25 

5.77 

F47% 

6.90 

6.25 

6.58% 

7.05 

6.92 

Rates By Arrangement 

6.80 7.00 

i ·Bankers' Acccpl:1nccs 

Nov. 6.30% 
Dec. 6.40 
Jan. G.45 
Feb. G.50 
Mar. 6.55 
Apr. 6.60 

• Federa l Fun els 
Effective Rate 6.'15% 

lOl1coun1 Oasis, 'Sub)OOI lo Avnl l11blll ly. tEsll11111led. 

Latest Period 
or Previous Year Ago 

End of Period Puriod Period 

3rd Q'77n $ 1,911 $ 1,870 $ 1,727 
4th Q'77 $142.02(a) $138.43(a) $125.22 
Aug. '77 $ 2.67(d) $ 2.33(d) $ 0.74(d) 

Aug. '77 131.3 130.3 125.6 
Sept. ·11r. 138.8 138.2 130.6 
Aug. '77n $ 215.7 $ 212.9 $ 194.3 
Aug. '77n $ 319.8 $ 317.2 $ 293.3 
Sept. '77 91,095 90,771 87,794 
Sept. '77 6.9% 7.1% 7.8% 
Aug. '77 $ 170.9 $ 172.5 $ 141.8 
Sept. '77n 2,040 2,034 1,768 

Sept. '77n $ 1,559 $ 1,547 $ 1,402 
Aug. '77 $ 2.51 $ 2.32 $ 1.53 

Sept. '77 195.3 194.6 184.8 
Sept. '77n 184.0 183.3 172.6 

n·Newly reported figure. <1·An1iclpalcd. 

Contln11od 

smaller banks 111 the industry experienced no run-off 
during 1975-76, il oeriod of corporate liquidity rebuild­
ing ;md heavy fund ing of short-term c.leb t. Instead, they 
;:icld~d $3 billion lo thei r loJn footing~. Secnnd, exclud­
ing bankers' acceptances, there has been impressive 
growth in C&I loans during 1977 for smnll .-ind large 
h.111ks outside New York City, up $5.5 billion and $4.4 
billion, respectively. Business loan dem;rnd was up only 
$ I .'I billion lor lilrgc New York b;inks. Third, loiln vol­
unw for l.Hge b.1nks outside New York flilttcncd during 
thL! third quarter of 1h b, YPilr, and fell nff mJrginally fo r 
b.111k~ in NPw York. 

If, in .idditio11 lo ,1cl1u .. 1i11g bu ~ irws~ lo.rns of WL!ckly 
11•porti11g h.111ks for their holding~ of ha11kt•rs' ,1ffcpl ­
.rnr l!S1 lurcign C~ I lo.111s hooked out of the he.id uffic<• 
'""also excl uded, thr growth in ''clomc!>ti r" loan volunw 
(1>1 New York bl'lllllll'!> <'VL' n s111.ill1!r; up e111 ly $:300 mil­
lion in 1hc first nirw 1110 111hs lif ·1977, <.:«Jlllf>MC'cl with a 
slm11g P : I billion rbe f11r l.irgc h.111k ~. outside New York. 





SUMMARY OF ASSETS 
UNDER MANAGEMENT m MANUFACTURERS HANOVER TRUST 
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ESTATES ASSETS MANAGtMENT ASSETS ASSETS l 
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JOSEPH l. McELROV 
EXECUTIVE VICE PRESfOENT 

TRUST DIVISION- INVESTMENTS 
V. J. Melone, SVP 

EMPLOYEE BENEFIT TRUST DEPARTMENT 
W. L. Wheeler, Jr., SVP 

------------,.~--------..----,...·- -·-···---1: : I 
Development 
J. S. Ward, VP 

Industry-WWI 
1 PulltJc 

J. L. McC1ndltu, VP 

Corporate 
(Mttropolilln) Corpor1t1 

(N1tionll) 

Research 
A.Abel.VP 

Investments 
'H. M. Jervey, VP 

I 
Fixed Income 

H. S. dtRopp, VP 
8. Bloom 
J. D. Cllfll 

Tr1din1 

I 
I 

Common Stock 

P. R. Doyle, VP 
R. C. ftrru1, VP 
L. H. Gerh11d, VP 
0. R. L1rr, VP 
0. F. Price, VP 
J. T1rnoff, VP J. A. Spiuil, AVP 

P. lorzullu, AVP H. W. Spring, AVP J. Sulliv1n. A TO 
f. Liiiy, ATO 
R. Elliott 

R. H. Dent, AVP 

Fixed Income 

A. D. $tttrs, VP 
T. Goepftrt, AM 
M. J. Tunlt 

r-;R/C 

I ~· ~~Petty, VP 
I c . s~~" ... 

I 

Common Stock 

J. D. Adler, VP• 
J. D. Gold, VP 
J. Klein, AVP 
c. w. 8111, yp• 
R. L. Held, VP• 

------ -

l. C. Winttrftldl, VP• 
8. D. Yottomley, AVP 
J. H. Lint, VP• 
D. Ro11n~i. AVP 
S. hrnhlfft 
K. G1mllllt 
A.Sch ... , 
G. llllf1lKi, AVP 
R. E. M1nnin1. ATO 
A. J. St1inm1n 

P. f. loughman, AVP 
C. Sullivan 

Trading 

N. Martin, AVP 
J . C11pentar ATO 
C. H11nev 
R. J1el11on 
W. Lyons 
A. Scali 

I 

.. 

Administration 
T. F. Seifert, VP 

I 
Directed Accounts, 
Mister Trusts, 
H. R. 10 & Agtncy 

V. J. Conlan, VP 
B. Barcless, ATO 
H. H. Sindholm, ATO 
M. Marcus, AM 

Ptnsion, Profit Sh•ing, 
Savings, S. U. 8., Trasops, 
IRA's, Index Fund, 501(c) !.:I) 

H. K. Bell, Jr., VP 
V. fin1more, VP 
R. J. Smith, VP 
S. Malmi&I, AM 
A. Juhau 

I 
I 

I 

Ptin~~on, Profit Sh•ine. 
Commingled funds 

F. Hoffm1n, AVP 
M. V. Horan, ATO 
G. J. O'Leary, ATO 
E. C. Works, ATO 
H. Gluesing, AM 
M. P1trish 

Industry-wide 

R. Mickey, !JP 
L. Koll11, A'l'O 
R. Mell 

Techniul 

E. V. 81dt1, AVP 

m ,. 
~ 
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INSURED & NON·la\ISURED PRIVATE PENSION PLANS 
CONTRl8UTIONS & ASSETS -m MANUFACTURERS HANOVER TRUST 
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STAIE & LOCAL GOVT. RETIREMENT FUNDS 
coNTR1auT10Ns & AssETs m .,.NUFACTURERS HANOVER TRUST 
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NON-INSURED PENSION PLANS 
PERCENTAGE DISTRIBUTION OF ASSETS 
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STATE & LOCAL GOVT. RETIREMENT FUNDS 
PERCENTAGE DISTRIBUTION OF ASSETS 
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TABLE I 

TOT AL RA TE OF RETURN 
(P~rcent Per Annum Corll>ounded Annually) 

Common Stocks 
Long-Term Corporate Bonds 
Long-Term Government Bonds 
U.S. Treasury Bills 
Consumer Pr ice Index 
Common Stocks, Inflation adjusted 
Long-Term Corp. bonds, inflation adjusted 
Long-Term Govt . bonds, inflation adjusted 
U.S. Treas. Bills, inflation adjusted 

1926-76 

9.2% 
4.1 
3.4 
2.4 
2.3 
6.7 
I. 7 
1.0 
0.0 

Standard 
Deviation 

22.4% 
5.6 
5.8 
2.1 
4.7 

22.6 
7.8 
8. I 
4.6 

1966-76 

5.0% 
4.9 
4.2 
5.6 
5.6 

-0.7 
-0.8 
-1.3 
-0.1 

71f 



VARIOUS RATES OF RETURN 
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COMPOUND ANNUAL RATE OF TOTAL RETURN 
1926·1976 [O/oJ - 7 - iiiii\ m MANUFACTURERS HANOVER TRUST 
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REAL FINAL SALES m MA?JUFACTURERS HANOVER TRUST 
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CCREAC> BUSINESS 
FIXED INVESTMENT m MANUFACTURERS HANOVER TRUST 
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YIELD ON AA CORP. 
UTlllTY BONDS '.i1 

"I MANUFACTURERS HANOVER TRUST 
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TABLE II 

ECONOMIC FORECASTS 

i1 I tl2 13 14 EKlr.ndc1I Expansion Deluyed Expo111'<>!1 S l!!!J!:!UI Ion/Recession ReceHlon Ac1.,or- ' Ai:iuc! Acluol ActU</ 1?76 1917 1778 1779 1976 l'J77 1778 1979 1976 1971 1?78 197' 1976 1977 1970 197? 
QI> 11 . J 10.S 10.0 10.0 11.3 e.s 10.0 8 . 5 11 .J . 10.S 8.0 s.s 11.3 12.5 10.S 6.0 
GNP 72 '·' 5.0 11.S 4.0 '·' 4 .0 G .II s.o 6.1 4.0 1.0 -0.S '·' s.s 3.0 .o.s Dt:flulur S. I s.s s.s 6.0 5.1 4.5 4.0 3.5 S. I 6.S 7.0 ' 5.1 7.0 7.S 6.S . 
Corp. Prollls 28 12.4 11 .7 ? 2R 7.8 17 .4 s.o 20 10.2 - l.4 - 10.0 28 20.5 7.) -10 
Unit Looor Costs 3.6 6.'/. S.5 5.5 ],{, 4. S J.O 3.5 ).ii 6.0 0 5 o.o 3.6 . 5.0 1.5 ' Compcn.sol 1011 7.4 0.7S 0. 75 7 ,. 1.5 7.4 7.0 6. S 7 .4 0.0 o.s 7.0 1,1, 8.0 8.S 7 

, ;) 

ProJoctlvily ),6 2.3 2 .0 2.0 J.G 2.5 3.S J.O 3.G 2.0 0 -1.0 3.6 3.0 1.0 -2 
lnh:res t l11:11cs 

1-0i lls S.02 S.16 s.n 5.~8 5.02 4.64 11. 7S 4.SO S.04! s. :12 6. 42 6.50 S.02 S.32 6.11] G.25 lntcrmu"ultt AA 7.87 7.SR 7.'JR 7.?I 7.89 1.56 7. )9 6.74 7.89 7. 'Jl1 8.52 8.~2 7.0'J 7.97 o. Sf, o.ss Long AA O.JO 7. ')(, O.ltll 8.Sl 8.JO 7.07 7.110 7.52 0.30 0.22 ?.OS 9.42 8.30 0.23 0. ?II ?.21 
DlvlJcnili (S&t•) 12.4 IS 6 7 12.4 0 111 B 12.4 ? 0 12.4 14 5 2 
fle lurn on C11;1ilol ?.2 ?.A 10.4 10 .G ?.2 '·'' 10.S 10.S 9.2 ~.5 8 .6 7.) ., • 2 10.~ I 0 .11 O.? 
s&P 1:rs 10.GB I I .?'1 ll . 2'J 1'1.l1J 10.60 11.4(, 1:1 .112 111 . 0'J Ill.GU 11.7:1 11.31 10. 18 10.68 12.82 IJ.73 12. J(. S&P OPS 11, 2S 11.90 5.19 5.S~ 11 , 'J.S 11. S'J S. 23 5.GS 11. 2S 4.GO 4.7J 4.73 4.25 4.011 S.O'J S. l'J 
SlP Index 101-121 101.133 102-1n 10'1- I Jt1 101-121 I OS- I JS 110-152 1'15~107 101-121 95-12) OS-106 U0-100 101-121 ?S-119 116-110 IOil- 125 
Prlb~1lll 1y ~ ? 0 Jl1 
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m MANUFACTURERS HANOVER TRUST 

REAL GNP GROWTH: 
Forecasts vs Model 
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GNP DEFLATOR: 
Forecasts vs Model 
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Relationship Between 
Nominal Dividends Per Share (DPS) & S&P Index 
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Relationship Between 
Real Dividends Per Share (DPS) & S&P Index 
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COMPARATIVE ANALYSIS 
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lmp•ct of • 100 bllala point ch•nge In lntereat r•t•• on togl return fot • one-year period. 

MATURITY IN YEARS 5 

15.1 
1•··~----r-

17.1 
11.1 

---------- --- ------ ---------- 1.2% 

2.0 
1.1 0.1 

- 1.0 

10 12 15 20 

NOTE: STARTING POINT IS A BOND 
WITH AN 8% YIELD TO MATURITY. 



ISSWER CREDl\t-S 
IMPROVE AND DETERIORATE 

Number of rating revlslonu by Moody's for Industrials and ut'9i\:~1 

NUMBER OF 
CHANGES 

42 
40 
38 
36 
34 
32 
30 
28 
26 
24 
22 
20 

18 

16 
14 

12 

10 

8 
6 
4 

2 

1972 

--- OOWNGRADES 

--UPGRADES 

1973 1974 1975 

m llANUFACTUREllB HANOVEll TllUBT 

1976 
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l.D MANUFACTURERS HANOVER TRUST 

• Positioning in anticipation of interest rate changes 
By Maturity 
By Quality 
By Sector 

• Swapping to improve quality or add incremental returns 

• Avoiding losses resulting from credit deterioration 
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Yield of 
90 Day Treasury Bills, AA Medium- Term 

Industrials and AA Long-Term Industrials 
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Long Govts vs 
AAA, AA, A, & BAA Industrials 
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Yield Spreads - Long Govts. vs 
"fJ1~' Industrials & "AA~' Utilities 
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ltLUSTRATION OF REPRESENTATIVE 
BOND LIST ANALYSIS 

HllTOIUCAL DATA 

allUI ~UTIOM*Wi. TOTAL 

AUTOMOTIVE 
A 
8 

INOUITRY AVEUGI 

OIL 
A 
8 

INOUITRY AVEUGI 

CHEMtCALS 
A 
8 

INOUITRY AVIRAGI 

It f iftenciel Rlliol NWJl9CI Ale: 

t) CMtl flow,.INd CNflll 
2t Oebt.€quttr 
at ,,..._ f l ll9J Ctwge eo.-ege 
4) T«*' AeeMllT«*' ltocah06def'1 Ecauitr 

1 2 

8 3 
4 2 

6 10 
3 3 

3 I 
3 e 

It £91n.n911WcNe lneel ... end Te.-Tocal MMel 

3 4 

9 7 
3 2 

8 10 
2 5 

6 6 
3 3 

.. Ceef\ flow-~ l~• t C'*'911 
In lftwentOt• end Aec1 • ,.,,... 
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5 6 7 8 RANKING 

9 1 1 10 64 
6 2 4 7 2D 

62 

8 3 J 9 67 

' 4 7 9 34 

40 

7 6 8 6 49 
3 6 8 2 34 

46 

THME·YUA 
AVUAGI 
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29 
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71 
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41 
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27 
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FUTUM TREND MK1' UTINCl1 .. 

NCMICTIO 
RATIO QUALITY INDUITRY 

IMPROVING -
DECUHINO + 

IMPROVING -
DECLINING + 

DECLINING 0 
DECLINING + 

bt A .. lng System 

++ • AbOwe AIMfeQll In , .. Ing 
cetegofy end lnduelry llfoup 

+ • Abowe AwefeQll In r•ing c.eegory 
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- • Below Awefege In r• ln9 c.eegory 

-

+ 

+ 

- - • Below Alf9feg1t In , .. '"ii~ 
and lndultry group 

. 
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UNITED STATES TREASURY OBLIGATIONS 

Tr .. ury Bills 
T,....ryNom• 

(BILLIONS OF DOLLARS) 

FEDERAL AGENCIES BACKED BY THE U. S. GOVERNMENT 

Farmen Home Administration• 
Govt. NatiOMI Mon9911 Aun.• 
Export/Import e.lk • . 

••••••1.1· 
... 0.6 
Uo.3 

FEDERAL AGENCIES NOT BACKED BY THE U. $. GOVERNMENT 

Fedef 81 Intermediate Credit e.nk1 • 
Feder81 Home Loan Bank1 (Bondi)• 
Feder81 NatiOMI Mortpg1 Alln. (Bondi)• 
Feder .. Land S..ka • 
&.nk1 for Cooperativ•• 
federal NatiOMI Mortgage Aun. (Discount Notea) 
Farm Credit Sy1tem (Discount Notea) 
Feder81 Home Loen Benka (Diacount NoUI) 

PR/VA TE SECTOR 

Bank C.rtificatea of Deposit 
Directly Placed Commerd .. Paper 
S..k Acceptances 
Deeler Placed Comm9fcial p.,_ 

·Ma~ritiel due within one yw only indudld 

-1.4 
-1.3 
•o.5 

4.1 
3.9 

J .3 

8.9 
6.4 

·--·--·--·-67.0 -~36.0 ••r •12J.o 
I ••2s.o 

llANUFACl'UREll8 HANOVER TRUST m 

Subtotal $2.6 

Subtotal $29.8 

Subtotal $151.0 
TOTAL $398.4 
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ALASKA FUND 

PROFILE OF RECOMMENDED PORTFOLIO 

Market Maturity 
Price Yield 

50% Goverrvnent Notional Mortgage Association 
Mortgage Backed Pass Thru Securities 
8% (Average Life 12 Years) 98 3/8 8.32%* 

20% AAA American Tel. & Tel. 
and Subsidiary Companies 
8 1/4% 40 Year Bonds 100 1/4 8 . 23% 

10% AAA Oil Company (Vcirious) 
B 1/2% 25 Year Bonds 103 1/4 8.20% 

10% AA Industrial Companies (Various) 
B 1/2% 27 Year Bonds 103 8 . 22% 

10% AAA Financial Companies (Various) 
8 7/8% 25 Year Bonds 105 1/4 8.35% 

Weighted Average Yield to Maturity 8.28% 

•Corporate equivalent yield to aver09C Ii fe 

31 
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MANUFACTURERS HANOVER TRUST COMPANY 

FIXED INCOME MANAGEMENT 

HISTORY AND ORGANIZATION 

Manufacturers Hanover Trust, a subsidiary of the Manufacturers 
Hanover Corporation, is the sixth largest trust organization in the 
United States. At the end of 1976, the Trust Division managed more 
than $11 billion,, The Employee Denefit Trust Department is 
responsible for the management of more than $7 billion. Of this 
total, $2.9 billion are invested in fixed income securities and $1.l 
billion are managed in separate fixed income accounts. Exhibit 1 
shows the distribution of total employee benefit assets under management. 

The Executive Vice President and Head of the Trust Division, 
Joseph L. McElroy, has the ultimate responsibility for assets assigned 
~o th~ Bank f o r management. Willard L. Wheeler, Jr ., Senior Vice 
President, is in charge of the Employee Be nefit Trust Department; 
Hilton M. Jervey, Vice President, is Head of the Employee Benefit Trust 
Investment De partment and Rudolph Abel, Vice President, is in charge 
o f the Inve stmen t Research Department. Exhibit 2 shows the o ~ sanization 
and the reporting responsibilit ies of the Employee Benefi t Trust Department. 

COMMITMENT TO FIXED INCOME MANAGEMENT 

The commitment of Manufacturers Hanover Trust to fixed income 
management begins with our experienced staff of professionals. The 
staff consists of two separate groups working in concert under the 
direction of t he Senior Investment Committee: 

A Specialized Support Group consisting of six individuals 
concentrates on the analytical and market monitoring functions 
that are r equired for. the active management of fixed income 
portfolios. This Group is headed by Harald S. deRopp, Vice 
President . 

Four credit analysts prepare detailed re ports on 
issuer credits for the Specialized Support Group and the 
portfo lio managers. These analysts dev~lop the Representative 
Bond List which portfolio managers us e to make individual 
security selections. 

FIXED INCOME 
INVESTMENT PHILOSOPHY 

The fixed income investment philosophy of Manufacturers Hanover 
Trust ls to preserve capital and earn a consis t e nt, satisfactory 
return by investing in high quality compan i es. The philosophy ls 
our blueprint fo r action and encompasses bo th strategic a nd tactical 
goals, as described in Exhibit J. 



DISTRIBUTION OF EMPLOYEE BENEFIT ASSETS UNDER MANAGEMENT 

Decembe r 31, 1976 

Pe r cen t 
Marke t Value Of To t al 

Cas h Equivalents $ 642,940 , 000 8 . 8% 
U. S. Governmen t Securities 1,227,709, 000 16 • I 

Cor po r ate and Ot her Bonds 1,138,526 , 000 15 . 6 
Pre fe rred St ock 37, 402,000 0 . 5 
Common Stock 4,202,948,000 57 . 7 

('IJ 
)( Mortgages und Real Es ta t e 43!726!000 0 . 6 ::r .... 
0-'l'otal Assets $7 , 293,251,000 100.0% .... 
rT 

..... 
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GOAL.S OF 
FIXED INCOME MANAGEMENT 

STRATEGIC 

• Preserve capital 
c Maximize return opportunities 
• Satisfy client objectives 

TACTICAL 

• Maximize returns available from 
interest rate changes 

• Minimize losses associated 
with credit deterioration 

m llANUFACTURER8 HANO\IER TRUST 

• Improve quality and/or current income t1J 
>< ::r 
~· 
O' 
~· 

·----------~-------------~ 
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The strategic goals meet our clients' requirements for effective, 
long-term fixed income management and give consistency to our invest­
ment planning efforts. The tactical goals i·eflect the realities of 
the fixed income management process which the portfolio manager must 
consider daily in his investment decisions. 

Two of these tactical goals (maximize returns available from 
interest rate changes and improve quality and/ or current income) reflect 
the principal techniques we employ to actively manage fixed income accounts, 
namely, anticipation of interest rates and swapping. Although we 
often use both techniques, we recognize that in certain bond markets 
one tactic can be more effective than the other and the knowledge 
of which to emphasize is the product of our economic analysis. The 
third tactical goal (minimize losses associated with credit deterior-
ation) is an essential part of our management process at all times. 
This goal is achieved throu9h careful financial analysis of com-
panies and the debt securities they issue. We also draw upon our 
credit analysis to give us the fundamental information we need to 
identify appropriate swaps. 

REALITIES OF 
FIXED INCOME MANAGEMENT 

Two of the most significant realities o f fixed income manage­
ment are the fluctuation of interest rates and the potential deterio­
ration of issuer credit. Ex hibit 4, Yields of New AA Industrials, 
shows interest rate fluctuations of 1\ or more in nearly every year 
since 1969 and projects that they may continue to do so in 1977 and 
1978. Interest rate fluctuations have a strong impact on the total 
return of a bond portfolio, depend1ng upon its average maturity 
structure. To combat a potent i ally adverse impact o total return, 
a portfolio manager varies the maturity structute of his portfolio 
according to his forecast of the level and direction of interest rates. 

Exhibit 5, The Importance of Maturity Decisions, shows the 
impact of a 100 basis point (1\) change in interest rates, in either 
direction, on the total return of bonds with maturities of S, 10, 12, 
15 and 20 year~. The starting point ha s interest rates at eight percent 
and indicates changes in one-year total return for a one percent increase 
and decrease. The longer the maturity of a bond, the greater the impact 
one can expect. on total return from a change in interest rates. For 
example, in this exhibit a one per~ent decline in interest rates would 
produce an ~8.8 percent one-year totul return for a bond with a maturity 
of 20 years. Conversely, a one percent increase in interest rates woul d 
produce a minus one percent total return fo r the same bond. As a result 
of this Hnd other analyses, we recognize the impor tance of interest rate 
changes on total return in our efforts to maximize total return. 

The second maj o r reallty of fixed income management is the marked 
Lncreasa in the •Jpgrading and do\o.ngrading o f i ssue L' c redits by the rating 
agencies. Exhibit 6, The Importance of Credit Re sea rch, lndir.ates the 
number of rating changes that occurred in the pasL four years. Between 
1972 and 1974 there was a dramatic increase Ln the numbe r of downg r~des. 
At Manufac:turers Hanover our credit research analysts use a proprietary 
system to anticipate changes in is~ uer quality ratings. 
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ll.LUSTRA llON OF REPRESENTATIVE 
BOND LIST ANALYSIS 

Hl&TOAICA1. DATA 

ISSUE FINANCIAL RATIO RANKINGl 1111 TOTAL 

•I 
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AUTOMOTIVE 

FORD 
GENERAL MOTORS 

INDUSTRY AVERAGE 

OIL 
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FUTURE TREND MHT RATING tbl 

PROJECTED 
RATIO QUALITY INDUSTRY 

IMPROVING -
DECLINING + 

IMPROVING -
DECLINING + 

DECLINING 0 
DECLINING + 

b) Rating System 

+-+· - Above Average In r111ng 
category and Industry group 

·t· - AbOve Average in rating category 
0 - Neutral rotative 10 rat ing tilugory 
- - BtilOw Avura!J4i In rating ca111gory 
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and industry group 

.. 

+ 

+ 

I 
I 

I 
I 
I 

I 
I 



THE llVIPOR1TANCE OF 
CREDIT RESEARCH 

Number of rating revl1lon1 by Moody'• for lndu1trlal1 and utllltle1 

NUMBER OF 
CHANGES 

42 
40 
38 

36 
34 
32 
30 

28 

26 
24 
22 

20 
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16 
14 

12 
10 

8 
6 
4 

2 
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1 97~ 1974 1975 
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PRINCIPLES OF 
FIXED INCOME MANAGEMENT 

The success ful management of fixed income accounts at Manu­
facturers Hanover Trust is based upon four principles or building 
blocks. It is our experience that each of the factors listed in 
Exhibit 7 is an integral par~ of the fixed income ma nageMent pro~ess. 
The paragraphs below describe each of these building blocks ir. 
greater detail. 

Economic Analysis 

We use thorough economic analysis to identify and categorize 
the economic relationships that influence the market prices of 
bonds. In recent years the outlook for intErest rates bas been 
an extremely importanl derivative of our economic analysis. We 
have developed a methodology for weighting our forecasts at any 
point in time according to how certain we believe they a(e . This 
appr.oach enables us to measure the impact of several possible 
economic scenarios on the expected results of our bond portfolios. 

Economic analysis also assists our investment planning effort 
by identifying the· segments of the economy that can be expected 
to show unusual strength or weakness. Examples of our economic 
work are attached in Appendix A. 

Credit Research 

Fundamental research has always bee n conaidered an important 
part of common stock management. Recently, bond manag e rs have 
recoqnized its importance for their own portfolios. The deterioration 
of the financial condition of American industry in 197) and 
1974 (see Exhibit 6) has intens ified the need to verify the quality 
rating of a co~pa~y through independent analysis. 

At Manufacturers Hanover Trust we have long used credit research 
t o anticipate difficulties in a company's financial condition . 
Through our proprietary Ratio Ranking System we r eg ul a rly monitor 
e19ht different financial rat ios that describe the cred it worthiness 
of a compdny and industry. Exhibit 8 shows how our Rntio Ranking 
System works by excerpting a page from our Representa tive Bond List 
Analysis. The exhibit is divided int t hree sections: Historical 
Data , Future Trend and HHT Rating. 

Tha Historical onta sec tion i s on analysis of eight key f lnancial 
ratios which we bclleve bes t identify the quality of an issuer's 
f inanclJl condition . Thcae rat los ilve us a picture of the 
llquld l ty and profitability of the s euer, tha protec t io n to the 
bondholder J ncl tho oxtent to which a compa ny h4n ~ lready utilized 
ltn borrowln9 capac i ty . Each fa ctor l a given a r~nk of l to 10, t hen 
totaled. The final two columns under Hi ntorlcal OJta Lndica te the 
cur ren t total r~nkin9 and tne avorago for he paa t t hree yeoro. The tower 
tho number , tho bo ttor the r~nking. Wo nlao develop a rank ing for each 
lnduotry so thot wo can compare ~ compa y to lts industry ~ nd one 
i nduatry wlth nothor. 
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ILLUSTB~TIDN OF REPRESENTATIVE 
BOND tlSJ ANALYSIS 

HISTORICAL DATA 

. 
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The second section, Future Trend, projects the credit standing 
of each issue in our bond universe. Using th4! resources of the 
Bank's Stock Research Department, our credit analysts determine the 
trend of a company's financial condition baaed upon its estimated 
earning power. Finally, in the las~ section of the analysis, we 
assign our own quality rating to each issue in order to be more 
certain of the financial strength and credit worthiness of every 
company W?. conside1:- for the portfolios of our cli~nts. 

Active Management 

Active bond mc:inagement at Manufacturers Hanover Trust enables 
our portfolio managers to take advantage of opportunities to maxi­
mize returns without exposing their portfolioE1 to higher levels of 
risk. These opportunities appear frequently cts a result of the 
open market opP.rations of the Federal Reserve or through the covering 
of short positions by large bond dealers. Since we maintain port­
folios of highly marketable securities, our managers are always 
in a position to take advantage of these oppo1:tunities. 

Active management as an opportunistic technique can also be 
used to take advantage of abberations in historical yield spreads 
that result from sinking fund operations, supply-demand imbalances, 
and temporary emotional outburs t s . Used in these instances with 
the guidance of the Specialized Support Group, we believe our 
active bond management can improve total return of a portfolio without 
changing its overall risk level. 

A final aspect of our active management capability is our 
willingness to use other high quality debt instruments when 
appropriate. Among these vehicles are Eurodollar obligations 
unconditionally guaranteed by AAA and AA U. S. companies and 
payable in dollars, convertible bonds purchased on a yield ba!1is and 
secondary private placements with mandatory pro rata sinking t:und 
provisions. 

Control 

The last principle of fixed income management at Manufac t urers 
Hanover Trust is our reliance on controls t o maintain ~ nd improve 
upon product quality . Product quality is as important in our 
business ~s it is in any other. Our control procedures serve as 
a built-in auditing mechanism which contlnuously reviews the pro­
gress of all investment actions . The controls we apply on a weekly, 
monthly and quarterly basis are indicated below: 

Weekly 

-Portfolio Management Committee reviews 
market deve l opments and expectations. 

-Portfolio commitment levels a i·e examined. 
-Historical y ield relations hips are comp~red 
w1~h the current situation . 

-Senior Fixed Inco~e Manager rev lews the volume 
and type of transactions. 
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Monthly 

-Senior Investment Committee reviews strategy 
in light of recent market developments, 

-senior Investment Commit tee examines performance 
and progress toward investment goals. 

-Portfolio Management Committee reviews actions 
taken and their success or opportunity for improve­
ment. 

Quarterly 

-Portfolio composition is examined in an excep­
tion report that identifies all variations from 
stated policy. 

-A comprehensive, internal performance measurement 
sys tem measures the results of each account and 
compares these r.esults with other portfolios in 
the bank. 

-senior investment officers review the progress of 
accounts. 

-Clients receive reports o f all transactions showing 
the gain or loss. 

-Portfolio managers meet with clients quarterly or 
semi-annually to discuss past actions and future 
prospects. 

These strong management controls enable us to evaluate actions 
and make mid-course corrections in a timely manner. Control, more­
over, integrates the principles of economic analysis, credit 
research and active management so that each factor adds value to 
the quality of the final product. 

FIXE D INCOME 
DECISION-M: KING PROCESS 

Once a client understands our investment philosophy and principles 
of fixed income management, the next factor to consider i s the 
decision-making process . The structure of our investment organization 
is oriented to decision-making so that each segment contr lbutes to 
the planning, implementation or control of our investment decisions. 
Our decision-making process for fixed income management i s presented 
in Exhibit 9 and the functions of each segment are descri bed be low. 

§enior Investmen~ Committee (SIC) 

The Senior Investme nt Committee ls the source of all inves tment 
policy decisions. Th e committee me e ts monthly or as the s ituation 
r equ ires and ls chaired by the head of the Trust Divi s ion. rts 
permanent members include the off lcers in charge of Employee Be nef lt 
Trust, Re search and Portfolio Management. In addition, the head of the 
Speci l1lized su ppo rt Group and our financi a l economist attend committe e 
meetings on a regular basis. 
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The major information flows to the Senior Investment Committee 
come from the Economics and Resear ch Departments. The SIC uses 
this information to develop all fixed income strategic planning and 
policy decisions. The three principal decisions of the SIC are 
maturity structure, sector diversification and issuer approval. 

The maturity structure decision is derived from our forecast of 
interest rates. The sector diversification decision is derived from 
our analysis of the economy and the relative strength of the various 
sectors. The issuer approval decision is based upon information 
supplied by the Research Department and determines the recommended 
list of securities . 

The Senior Investment Committee has ultimate responsibi li ty 
for all investment decisions. 

PORTFOLIO MANAGEMENT COMMITTEE (PMC) 

The Portfolio Man ag ement Commit tee is chaired by Hilton M. Jervey 
and includes all portfolio managers . The committee meets weekly, or as 
the situation requires, to review the findings of the Senior Investment 
Committee and to adapt investment policy to account objectives. The 
major decisions of the Portfolio Mana~ ement Committee are: securi ty 
selection, sector adjustments and casn management. 

To make these decisions the PMC relies on our financial 
economist, the Credit Research Department and t he Specialized 
Support Group. The economist interpre ts current economic data and 
reviews monetary policy as it bears on the management of our fixed 
income accounts. A member of the Credit Research Department assists 
in the screening of new issues and the selection of existing issues 
through the use of the Ratio Ranking System. The head of the 
Specialized Support Group recommends sector adjustments, swapping 
opportunities and the availability of quality debt ins truments in 
the secondary market. 

The Po ~ tfolio Management Committee serves as a review mechanism 
for the Senior Investment Committee and a forum for the ideas of the 
individual portfolio managers. 

SPECIALIZED SUPPORT GROUP 

The Specialized Suppo Lt Group acts as a catalyst in the trans­
lation of investment policy into portfolio management actions. The 
Group is headed by Harald s. deRopp and is o rgan ized acco rding to 
function. One member is responsible for deve loping swap oppor t unities 
and evaluating arbitrage possibilities. Anothe r is sole·ly responsible 
for cash management and short-te rm investments. A third specialist 
investigates and recommends the use of spec ialized fixed income 
secu r i t ies in client accounts. The three remaining m~mbers of the 
Group concentrate on trading -- one specializes in treasury issues 
and the other two trade agency and corporate issues . 
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The work of the Specialized Support Group makes a significant 
contribution to our fixed income management success by providing 
strong analytical and trading capabilities. 

PORTFOLIO MANAGERS 

The primary function of the portfolio manager in the decis,lon­
making process is to construct a portfolio that lies within the 
policy guidelines established by the Senior Investment Committee 
and meets the objectives of his client. Each portfolio manager 
is responsible to his client and the Senior Investment Committee for 
the investment results of his portfolio. 

The portfolio manager is also responsible for communicating 
direc ~ly with the client about investment policy and actions. 
Portfolio managers meet with clients quarterly and are always 
available for meetings whenever the situation requires. Every 
account has a back-up manager to ensure continuity of action and 
communication should the primary manager be away from the Ban~~. 

In order to be responsive to the specific needs of each 
client, portfolio managers call upon the Specialized Support 
Group for assistance with new issue s, special types of swaps and 
special investment studies. With the manager's prior approval, 
the Group acts in his behalf in carrying out swaps and other trans­
actions that require immediate action. 

KEY PERSONNEL IN 
FIXED INCOME MANAGEMENT 

Willard L. Wheeler, Jr. 
Senior Vice Pres i dent 

Willa - d L. Wheeler, Jr. is Senior Vice President in charge of 
the Employee Benefit Trust Department and a member of the Senior 
Investment Committee. 

He joined the Bank in 1968, was elected Senior Portfolio Manager 
in 1970 and became the officer in charge of the Employee Benefit Trust 
Investment Department in 1971. Mr. Wheeler has held his present 
position since 1973. Prior to joining Manufacturers Hanover Trust, 
he spent eleven years with Northern Trust Company. 

Mr. Wheeler is a1 .: ive in a number o f professional organizations, 
including the Investment Analysts Society of Chicago, the National 
Foundation of Health, Welfare and Pension Plans, the Employee 
Benefit Committee of the New York State Bankers Association and the 
Advisory Committee of the Stanford University Graduate School of 
Business. He holds a B.A. from Cornell University and an MBA degree 
from the University of Chicago. 



Bilton M. Jervey 
Vice President 

Hilton M. Jervey is the officer in charge of the Employee Benefit 
Trust Investment Department, the head of the Portfolio Management Commi t tee 
and a member of the Senior Investment Committee. 

Be joined Manufacturers Hanover Trust in 1963 as a senior Research 
Analyst, was later promoted to Group Head, and in 1969, was ap~ointed 
Director of Reseach. Prior to being elected to his present position in 
1977, he served as a Portfolio Manager in the Employee Benefit Trust 
Investment Department for seven years. 

He holds an AB degree from Princeton University, and MBA from the 
Wharton Grad u3te School of Business and is a Chartered Financial Analyst. 
Mr. Jervey is an active member of the New York Society of Security Analysts, 
the Financial Analysts Federation and the Institute of Financial Analysts. 

Harald s. deRopp 
Vice President 

Harald S. deRopp is an investment officer specializing in fixed 
income investments , and heads the Specialized Support Group. In these 
two roles he regularly attends the meetings o f t he Senior Investment 
Committee and the Portfolio Management Commit tee. 

Mr. deRopp began his investment caree r at Manufacturers Hanover 
Trust in 1961 as a membe r of the Investment Research Dep~rtment. He 
is an active member of the Bond Portfolio Managers Association. 

Mr. deRopp holds an undergraduate degree in economics from the 
University of Delaware and an MBA from the Wharton School of Business 
at the University of Pennsylvania. 

Rudolph Abel, Jr. 
Vice President 

Rudol ph Abel i s the Director of Investment Research at Manufacturers 
Hanover Trust. In this position he is a permanent membe r of the 
Senior Investment Commi ttee. 

Mr. Abel began at Manufacturers Hanover Trust as a Security 
Analyst in 1970. In the ensuing yea rs he rose to Group Head before 
his election to Director of Research in 1974. 

He holds a B.A. from the University of Co nnecticut and an MBA 
from the Whar ton School of Business at the University of Pennsylvania. 
He is an active member of the Financial Analysts Federation and the 
New York Society of Security Analysts. 

FIXED INCOME 
PERFORMANCE 

The success of our approach t o fixed income management i s 
evidenced by ou r investment results over the last seven years. 
Exhibit 10 s hows the compound annual ra te s of return achieved by 
our Group Trust Fixed Income Fund. Th is fund has approximate l y 
$100 million in assets and is full y discretionary. 
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In achieving these rates of return, the Group Trust Fixed 
Income Fund has maintained an average weighted quality rating 
of better than AA and has primarily owned only the most marketable 
Treasury, agency and corporate issues. Exhibit 11 shows the 
distribution of this fund's assets by maturity and sector. 

ACCOUNTING AND REPORTING 

Manufacturers Hanover Trust provides detail~d statements monthly 
for all portfolios under our management. These statements report 
chronologically all income and principal transactions, including 
non-cash transactions such as stock divid~nds, splits and exchanges. 

Similarly, we provide quarterly a complete list of investments 
in the portfolio with each item fully described, jncluding the 
amvunt of each asset, its cost and market value, the estimated 
annual income it is expected t o produce and the current yields on 
cost and market price. A summary statement is produced showing the 
compositicn of the por.tfolio by major asset category, such as reserves, 
industry classifications, etc. We also include a comprehensive 
report containing detailed analyses of the investment results. In­
vestment results are expressed as a rate of return on the assets in 
the portfolio and are computed using generally accepted principles. 

The Bank provides an annual accounting which includes the 
following: 

1. Summary of transactions 
2. Summary of a qsets 
3. Analysis of investment return during the period 
4. Statement of receipts and disbursements 
s. Contributions to the fund 
6. Payments from the fund 
7. Expe nses 
8. Investments acquired during the period 
9 . Investments di~posed of during the period 

10. Investments held at the close of the period 
11. Income accrued and/or receivable 
12. Summary of brokers commissions. 

As a basic part of our service, the Bank will also be responsible 
f or the safekeeping of the physical assets of the fund. This function 
i ncludes the following: 

- We will receive and deliver either against payment 
or against rec~~pt as the client requests 

- We wil l provide daily advices describing the security 
transactions in each manager's account. 

- Except for those securities eligible for inclusion at 
Deposi t ory Trust Company, we will store all securities 
in our underground vaults. 

- We will process subscription rights, exchange of 
securities and calls for redemptions. 
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- We will collect in ome and principal when due 
and cr~dit the &ccount on the payable date 
whethe~ or not in fact we have received the payment. 

CONCLUSION 

The information in this booklet is designed t o serve as a 
reference on the fixed income managemeut capabilities of Manufacturers 
Hanover Trust. In summary, we would like to cite seven factors which 
contribute to the success of our prog r am: 

1) A history of commitment to fixed income managemr nt 

2) An investment philosophy that seeks to preserve 
capital and ~arn a consistent, satis factory 
return by i Rvesting in high quality companies 

3) Our ability to cope with the realities of interest 
rate fluctuations and issuer credit deterioration 

4) The four building blocks of f i xed income 
management 

5) The investment decision-making process 

6) Our Specialized Support Group 

7) The experience of our people. 

We have attached a fee schedule for your review. 
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FEE SCHEDULE 

Annual Fee Sct\edule 

1/2 ' on first $ 1,000,000 

1/5 ' on next $ 4, 000,000 

1/8 ' on nex t $495 , 000,000 

1/10\ on excess 
over $500,000 , 000 

Minimum: $5,000 per year 

Benef lt Parments: 

Fo r recurring payments: 60t plus postage per check 
For lump sum payments: $3.00 per check 


