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Mr Chairman and members of the Committee, I am pleased to
present the Federal Reserve’s Monetary Policy Report to the Congress
The policy decisions discussed in the report were made against the
backdrop of a troubled economy The recovery that seemed to be in
train at the time of our last report to Congress stalled, job losses
have mounted., and confidence remains low

Looking forward, though, there are reasons to believe that
business activity will pick up Indeed, anecdotal reports and early
data seem to be indicating that spending is starting to firm in some
sectors In addition, a number of measures suggest that the balance
sheets of many households and businesses have been strengthened, a
development that will facilitate spending in the recovery  Similarly,
banks and other lenders have taken steps to bolster their capital
positions so that they will be able to supply the credit to support
additional spending And, most recently, broad measures of money have
strengthened Moreover, there are clear signals that core inflation
rates are falling, implying the prospect that within the foreseeable
future we will have attained the lowest rates of inflation in a gener-
ation, an encouraging indicator of future gains in standards of living
for the American people Still, the outlook remains particularly
uncertain.

As background, I would like to discuss our recent economic
performance, reviewing in some detail the causes of the disappoint-
ments we'’ve experienced. and the important balance-sheet adjustments

in process that promise eventually to support a resumption of sus-

tainable economic growth

Following the contraction of economic activity in the autumn

of 1990 that resulted from the invasion of Kuwait and the subsequent



sharp rise in oil prices, economic activity continued to decline in
the first quarter of 1991 In response to the weakening of activity
and anemic money growth, the Federal Reserve eased policy substan-
tially over late 1990 and into early 1991

By the spring, many signs pointed to economic recovery The
quick and successful conclusion of the Gulf war bolstered consumer
confildence Growth of the money stock was strengthening Homebuild-
ing had begun to stir, consumer spending had turned up, and industrial
production was advancing The lower interest rates and the retracing
of the earlier jump in oil prices appeared to be providing support for
an expansion of aggregate demand In these circumstances, the odds
appeared to favor a continued moderate recovery in jobs and employment
during 1991

Over the third quarter, however, evidence began to surface
that the recovery had not taken hold The impetus to consumer senti-
ment and spending that was provided by the completion of the Gulf war
seemed to ebb, and consumer outlays turned down again Businesses,
apparently caught by surprise by this development, saw their inven-
tories back up in the late summer and fall With demand slackening,
businesses engaged in another round of layoffs, and private nonfarm
payrolls declined over the second half of 1991 while the civilian
unemployment rate rose to 7 1 percent

In addition, growth of the monetary aggregates slowed unex-
pectedly during the third quarter Expansion of M2 virtually ceased,
while M3 actually contracted--a nearly unprecedented occurrence
Judging from our surveys of banks, other contacts in the financial
industry, and anecdotal information from borrowers, the supply of

credit for many borrowers remained quite tight, particularly for those



firms without access to open market sources of funds. Moreover, pri-
vate credit demands weakened further

Against this background, and with signs that inflationary
pressures were diminishing, the Federal Reserve took a number of steps
to ease policy further in the second half of 1991 Through both open
market operations and reductions in the discount rate, money market
interest rates were lowered nearly two percentage points between
August and December

These monetary policy actions, building on those over the
previous 2-1/2 years, have resulted in a large cumulative reduction of
interest rates The federal funds rate has declined nearly 6 percent-
age points from ite cyclical peak, and the discount rate by 3-1/2
percentage points Other short-term interest rates have fallen sub-
stantially as well The prime rate also has been reduced appreciably,
but by somewhat less than market rates as commercial banks have sought
to bolster lending margins In longer-term markets, bond.and mortgage
yields have dropped about 1-1/4 percentage points on balance from
their cyclical highs, with much of the decline coming in the latter
half of 1991 The decreases in interest rates appear to have given
stock prices a boost as well, with most major indexes rising to record
levels early this year

Despite substantial decreases in interest rates in late 1990
and throughout 1991, however, M2 growth was only about 3 percent in
1991, the same as the sluggish pace of expansion of nominal GDP M3
rose only 1-1/4 percent Both aggregates ended the year only modestly
above the lower bounde of their respective annual ranges Growth of
domestic nonfinancial sector debt, at 4-3/4 percent, also was near the
lower bound of its monitoring range Outside the federal sector, debt

increased less than 3 percent for the year in reflection not only of



depressed spending but also of a deleveraging in the household and
business sectors and financial difficulties of many state and local
governments

The behavior of the monetary aggregates in 1991 relative to
other economic variables was somewhat puzzling Doubtless, part of
the slow money growth was related to the weakness in borrowing and
spending But even after taking account of weak spending, growth of
money was unusually slow The velocity of M2 was about unchanged over
the year rather than falling as would ordinarily be expected in cir-
cumstances of sharp declines in short-term market interest rates It
appears that certain interest rate relationships gave households
incentives to limit their money holdings. Commercial banks, restrain-
ing their own balance sheets in response to weak loan demand and in an
attempt to conserve capital, lowered deposit interest rates appreci-
ably, especially late in the year On the other hand, interest rates
on consumer debt, particularly when adjusted for the lack-.of tax-
deductibility, remained relatively high As a result, many households
apparently used deposit balances to pay off or to avoid taking on
consumer credit Algo, the steep yield curve and the attractive
returns recorded by bond mutual funds, as well as impressive gains in
the stock market, apparently led many households to shift funds out of
deposits and into capital market instruments, which are not included
in the monetary aggregates

Finally, a brisk pace of activity by the Resolution Trust
Corporation appears to have depressed the monetary aggregates, espe-
clally M3 When the RTC takes savings and loan assets onto its own
balance sheet, they are financed with Treasury securities, rather than
depository liabilitdies In effect, the RTC has taken on some of the

role of thrift institutions, but its liabilities are not included in



the monetary aggregates. In addition, the disruption of banking
relationships as institutions are resolved, including the abrogation
of some time deposit contracts., seems to lead investors to reassess
their portfolio allocation and, in some cases, to shlift funds out of
deposits

Thus, a number of factors reduced the public’'s demands for
monetary balances in 1991. Some of these factors tended to railse the
velocity of money, so that to an extent slow growth of M2 was not
reflected in income flows But the pattern of money and credit growth
over the the last half of the year appeared also to stem importantly
from forces depressing spending and economic activity, which the
Federal Reserve attempted to counter through easing money market con-
ditions
Balance Sheet Adjustments

Understanding these forces and the appropriate role for mone-
tary policy under the circumstances requires stepping back several
years As I have discussed with you previously, the 19808 saw out-
sized accumulation of certain kinds of real assets and even more rapid
growth of debt and leverage To a degree, this buildup of balance
sheets was a natural and economically efficient outcome of deregula-
tion and financial innovation It also may have reflected a lingering
inflation psychology from the 1970s--that is, people may have expected
a rapid increase in the general price level, and especially in the
prices of specific real assets, such as real estate properties, that
would make debt-financed purchases profitable But in retrospect, the
growth of debt and leverage was out of line with subsequent economic
expansion and asset price appreciation. Indeed, the burden of debt

relative to income mounted as asset values, especially for real pro-



perty., declined or stagnated In part, our current economic adjust-
ments can be seen as arlging out of a process in which debt is being
realigned with a more realistic outlook for incomes and asset values

Rapid rates of debt-financed asset accumulation were broad-
based during the 1980s For example, households purchased cars and
other consumer goods at a brisk pace  Although household income was
increasing swiftly in this period, the growth of expenditures was
faster Household saving rates dropped from about 8 percent at the
beginning of the decade to a 4 to 5 percent range by its end This
waa reflected in part in burgeoning consumer installment credit, which
expanded at an average annual rate of 15 percent between 1983 and
1986 In addition, mortgage debt expanded at an 11 percent pace
between 1983 and 1989 Most of this increase was against existing
homes, representing borrowing against rising values either in the
process of home turnover or as owners borrowed against higher equity
Mortgage borrowing also financed a substantial amount of buying of new
homes, which in some parts of the country at times seemed to be moti-
vated more by speculative consilderations than by fundamental needs

The 1980s also witnessed a dramatic increase in desired
leverage of the business sector, which fostered a wave of mergers and
buyouts These transactions typically involved substantial retire-
ments of equity financed through issuance of debt, equity retirements
in the nonfinancial corporate sector exceeded new equity issuance by a
staggering $640 billion in the 1984-1990 period Such restructurings
often were based, at least in part, on a well-founded quest for
increased efficiency, and gains were achieved by a number of firms
However, many of these deals also were predicated on overly optimistic

assumptions about what the economy could deliver--that rapid economic



growth could continue without setback and that asset prices would
always rise

A primary example of the accumulation of debt and real assets
occurred in commercial real estate markets In the early 1980s, when
space was in unusually short supply, commercial real estate received
an additional push from the Economic Recovery Tax Act, which provided
an acceleration of depreciation allowances for capital goods While
an adjustment was appropriate and overdue, that for commercial struc-
tures was excessive, resulting in tax lives that were far shorter than
economic fundamentals would dictate This shift in dncentives led to
a surge in debt-financed commercial construction during the 1980s,

Financial institutions, of course, participated in this pro-
cess by lending heavily, indeed, their aggressive lending behavior
probably contributed to the speed of debt accumuiation During the
economic expansion, bank credit expanded at an average annual rate of
nearly 9 percent, well in excess of the growth of nominal ‘income
Banks lent heavily against real estate collateral, for corporate
restructurings, and for consumer credit, and, in addition, for more
traditional business purposes Life insurance companies also expanded
thelr portfolios rapidly, with growth in real estate loans especially
prominent

By the end of the 1980s, the inevitable correction was upon
us The economy was operating close to capacity., so that growth had
to slow to a pace more in line with its long-run potential Inflation
did not pick up much, contrary to what some might have expected as
capacity was approached In the commercial real estate sector, soar-
ing vacancy rates and a change in tax law in 1986 brought the boom to
an end, producing sharp decreases in prices of office buildings in

particular



Together, these developments resulted in declines in the
value of assets and growing problems in servicing the associated debt
out of current income Because of the runup in leverage over previous
years, these problems have been more severe than might be expected
just from the slowing in income and spending And the difficulties of
both borrowers and lenders have fed back on spending, exacerbating
the economic downturn during the Gulf crisis, and inhibiting the
recovery

Faced with mounting financial problems and uncertainty about
the future, people's natural reaction is to withdraw from commitments
where possible and to conserve and even build savings and capital.
Both households and businesses, concerned about their economic pro-
spects, over the past two years or so have taken a number of measures
to reduce drains on their cash flow and to lower their exposure to
further surprises Part of this process has involved unusually con-
servative spending patterns and part has involved the earky stages of
a restructuring of financial positions.

Businesses, for example, have strived to reduce fixed costs
To do this, they have cut back staffing levels and closed plants
They have tried to decrease production promptly to keep inventories in
line Firms also have taken steps to lower their risk exposures by
restructuring their sources of funds to reduce leverage, enhance
liquidity, and cut down on interest obligations

The response of households has been analogous To dncrease
their net worth, households have taken steps to increase their savings
by restraining expenditures To reduce interest expenses, they have
pald down consumer debt, and as long-term interest rates have
declined, they have refinanced mortgages and other debt at lower

interest rates



Lenders too have drawn back  With capital impaired by actual
and prospective losses on loans, especially on commercial real estate,
banks and other intermediaries have not only adopted much more cau-
tious lending standards, but also have attempted to hold down asset
growth and bolster capiltal They have done so in part by aggressively
reducing what they pay for funds, by more than they have reduced what
they charge for credit. Like other businesses. they have taken steps
to pare expenses generally, including reducing work forces and looking
for cost-saving consolidations with other institutions To a con-
siderable extent, this response has been rational and positive for the
long-term health of our financial intermediaries But in many cases
it seems to have gone too far, impelled to an extent by the reaction
of supervisors to the deteriorating situation

The Federal Reserve has teken a number of meagures to facili-
tate balance sheet restructuring and adequate flows of credit
Together with other supervisors, we have directed examiners to con-
sider not only the current market value of collateral against perform-
ing loans, but the overall quality of the credits We also have met
on numercus occasions with bankers as well as bank examiners to clar-
1fy bank supervisory policies and to emphasize the importance of banks
continuing to lend and take reasonable risks

Monetary policy also has in part been directed in recent
quarters to supporting balance sheet restructuring that is laying the
groundwork for renewed, sustained, economic expansion We recently
reduced reserve requirements on transactions deposits This will free
up some funds for lending or investment and should over time enhance
the ability of banks and their customers to build capital

In addition, lower short-term interest rates clearly have

been helpful to debtors, but thelr contribution to the restructuring
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process would be relatively muted if long-term rates had not also
declined at the same time and stock prices were not buoyant. Reduc-
tions in short-term rates that were expected very soon to be reversed
or that were not seen as consistent with containing inflation would
contribute little to the strengthening of balance sheets fundamental
to enhancing our long-term economic prospects

In part because we have seen declines in long- as well as
short-term rates and increases in equity prices, progress has been
made in balance sheet restructuring, and hopefully more is in train
As a result of lower interest rates, household debt service as a per-
cent of disposable personal income has fallen in the past year, from
about 19-1/2 to about 18-1/2 percent. Moreover, further declines are
in prospect as more refinancing occurs and as interest costs on float-
ing-rate debt, such as adjustable-rate mortgageé, gradually reflect
current interest rates

In the business sector, similar patterns can be ebserved.
With corporate bond rates close to their lowest levels in more than a
decade, a large number of firms in recent months have called, retired,
and replaced a considerable volume of high-cost debt A flood of
igsuance of longer-term debt and equity shares has reduced dependence
of firms on short-term obligations A number of the equity deals
constituted so-called "reverse LBOs"--the deleveraging of highly
leveraged and therefore rather risky firms The ratio of corporate
debt to equity in book value terms has only begun to edge down, but
the increase in equity, together with the lower level of interest
rates, has enabled many corporations to make significant headway in
lowering interest expenses over the past two years, and further
decreases in corporate debt burdens are presumably in prospect.

Restraint on inventories and other spending has contributed to this
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result by keeping outlays in close alignment with internally generated
fundse And the strengthening of balance sheets is paying off in terms
of credit evaluations Downgrades of nonfinancial firms, though still
greater than upgrades, are well below the levels of last winter and
spring, and upgrades have risen slightly

The condition of our financial institutions also is improv-
ing In the banking sector, wider interest margins seemed to be
boosting profits by the end of last year In addition, many institu-
tions have taken difficult but necesgary measures to control noninter-
est expenses Reflecting an improved earnings outlook and a generally
favorable equity market, the stock prices of large banks have doubled
on average from their 1990 lows, and the premium paid by many money-
center banks on uninsured debentures has dropped several percentage
points. Increased share prices have spurred a number of holding
companies to sell substantial volumes of new equity shares in the
market, contributing to a significant rise of capital ratios in the
banking system, despilte still-large provisions for loan losses Mea-
suregs of bank liquidity, such as the ratio of securities to loans in
bank portfolios, have risen appreciably, signalling an improved abil-
ity of banks to lend

The balance-sheet adjustments that are in progress in the
financial and nonfinancial sectors alike are without parallel in the
post-war period. Partly for that reason, assessing how far the
process has come and how far it has to go is extraordinarily diffi-
cult As increasingly comfortable financial structures are built,
though, the restraint arising from this source eventually should begin
to diminish In any case, the nature and speed of balance sheet

restructuring are important elements that we will need to continue to
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monitor on a day-by-day basis in assesging whether further adjustments

to the stance of monetary policy are approprilate.

Against this background of significant progress in balance-
sheet strengthening as well as lower real interest rates, the Board
members and Reserve Bank Presidents expect a moderate upturn in
economic activity during 1992, although in the current context the
outlook remains particularly uncertain. According to the central
tendency of these views, real output should grow between 1-3/4 and
2-1/2 percent this year The unemployment rate is projected to begin
declining, finishing the year in the vicinity of 6-3/4 to 7 percent

An especially favorable aspect of the outlook is that for
inflation. The central tendency of the Board members’ and Reserve
Bank Presidents’' forecast i1s that inflation, as measured by the Con-
sumer Price Index, will be in the neighborhood of 3 to 3-1/2 percent
over the four quarters of 1992, compared with a 3 percent.rise in
1991 However, the CPI was held down last year by a retracing of the
sharp runup in oil prices that resulted from the Gulf crisis. Conse-
quently, our outlook anticipates a significant improvement in the so-
called core rate of inflation With appropriate economic policies,
the prospects are good for further declines in 1993 and beyond even as
the economy expands

To support these favorable outcomes for economic activity and
inflation. the Committee reaffirmed the ranges for M2, M3, and debt
that it had selected on a tentative basis last July--that is, 2-1/2 to
6-1/2 percent for M2, 1 to 5 percent for M3, and 4-1/2 to 8-1/2 per-
cent for debt, measured on a fourth-quarter-to-fourth-quarter basis
These are the same as the ranges used for 1991. The 1992 ranges were

chosen against the backdrop of anomalous monetary behavior during the
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last two years  Since 1989, M2 has posted widening shortfalls from
the levels historical experience indicates would have been compatible
with actual nominal GDP and short-term market interest rates

The appropriate pace of M2 growth within its range during
1992 thue will depend on the intensity with which forces other than
nominal GDP turn out to affect money demand Depository institutions
are likely to continue reducing their rates on retail deposits in
lagged response to the steep declines in money market yields before
year-end Those deposit-rate reductions could be significant, espe-
cially if banks are not seeking retail deposits, given their continued
caution in extending credit and borrowers’' continued preference for
longer-term sources of credit to strengthen balance sheets  With the
effects of lower deposgit rates contributing to further shifts of funds
into longer-term mutual funds and into debt repayment, and with the
RTC remaining active in resolving troubled thrifts, the velocity of M2
could increase this year, independently of changes 1n marhket interest
rates

The ongoing restructuring of depository institutions, as in
the last two years, is likely to continue to have an even larger
influence on M3 than on M2 growth Assets previously on the books of
thrifts that are acquired by the RTC will be financed by Treasury debt
rather than the liabilities of thrifts Managed liabilities in M3
should continue to be more depressed by resolution activity than
retail CDs The reaffirmed range for M3 growth thus remains lower
than for M2

Nonfinancial debt growth is likely to be a little faster than
last year’s 4-3/4 percent increase The wider federal deficit in
prospect for 1992 will increase Treasury borrowing Assuming output

and incomes are agailn expanding, balance sheets in somewhat better
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condition, and credit conditions no longer tightening, the borrowing
of households and businesses may pick up a little, although their
overall posture probably will remain cautious

Will these ranges for money and credit growth prove to be
appropriate? Obviously, we believe that the answer is yes But I
should reemphasize the sizable uncertainties that prevail The ongo-
ing process of balance sheet restructuring may affect spending, as
well as the relationship of various measures of money and credit to
spending, in ways we are not anticipating In assgessing monetary
growth in 1992, the Federal Reserve will have to continue to be sensi-
tive to evolving velocity patterns.
Concluding Comments

Our focus, quite naturally and appropriately, has been on our
immediate situation--the causes of the recent slowdown and the pro-
spects for returning to solid growth this year However, as we move
forward, we cannot lose sight of the crucial importance of the longer-
run performance of the economy As I have noted before, much of the
difficulty and dissatisfaction with our economy comes from a sense
that 1t is not delivering the kind of long-term improvement in living
standards we have come to expect The contribution of monetary policy
can make to addressing this deficiency is to provide a financial back-
ground that fosters saving and investment and sound balance sheet
structures. Removing over time the costs and uncertainties associated
with ongoing inflation encourages productivity-enhancing investment
Moreover, inflation tends to promote leverage and over-accumulation of
real assets as a hedge against increases in price levels, progress
toward price stability provides a backdrop for borrowing and lending
decisions that lead to strong balance sheets, far less apt to magnify

economilc disturbances
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A crucial aspect of our recent economlc performance is the
difficult situation of our financial sector. Clearly, some of the
weakness of the economy over the past two years arose from the
restraint on the supply of credit--the so-called credit crunch. Both
depository institutions and other financial intermediaries made some
of the same mistakes of judgment about the likely appreciation of
asset prices as did borrowers In addition, though, the balance
sheets of many financial intermediaries themselves were not robust,
many lacked adequate capital to continue to lend to good credit risks
in the face of losses from their previous lending mistakes Our
emphasis on improving the capitalization of depository institutions
over time, where we have already made substantial progress, should
help bolster their ability to lend both in good times and bad We
could make further strides in strengthening our depository institu-
tions through removal of outmoded constraints on their behavior By
loosening strictures on the ability of these firms to compete across
arbitrary boundaries of product line and geography, we would improve
their profitability and capital Their strengthened position should
augment their ability to lend and potentially could reduce demands on
the federal safety net

Finally, we gshould consider carefully the effects of the
extremely low rates of national saving that we have experienced for a
decade. Certainly, low personal and corporate saving rates have con-
tributed to the deterioration in balance sheets that has impaired our
economic performance in recent years. The large stocks of federal
debt that have been built up. too, likely have adversely affected our
economic prospects by putting upward pressure on real interest rates
and thus stunting the growth of the capital stock, on which our future

incomes depend. 1In considering the various fiscal options that are
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before you as members of the Congress, I urge you to keep in mind
their long-term implications for national saving  Through a combina-
tion of fiscal policies directed at reducing budget deficits and
boosting private saving and monetary policies aimed at noninflatilonary
growth, we can achieve the strong economic performance that our fellow

cltizens rightly expect



