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FEDERAL RESERVE’S FIRST MONETARY
POLICY REPORT FOR 1990

THURSDAY, FEBRUARY 22, 1990

U.S. SENATE,
COoMMITTEE ON BankiNg, Housing, AND URBAN AFFAIRS,
Washington, DC.

The committee met at 10 a.m., in room SD-538, Dirksen Senate
Office Building, Senator Donald W. Riegle, Jr. (chairman of the
committee) presiding,

Present: Senators Riegle, Sarbanes, Dixon, Sasser, Sanford,
Shelby, Graham, Kerry, Garn, Heinz, IV Amato, Mack, and Pres-
sler.

OPENING STATEMENT OF CHAIRMAN RIEGLE

The CHAIRMAN. The committee will come to order.

Let me welcome all in attendance. Today, we have with us Alan
Greenspan, the Chairman of the Federal Reserve Board, who will
discuss the Fed’s semiannual report on its monetary policy inten-
tions, as required by the Full Employment and Balance Growth
Act of 1978,

I think it’s worth covering a few points and then I will call on
my colleagues before we hear from Chairman Greenspan.

We have now gone some 7 years without a recession and without
a major resurgence in inflation and certainly the Fed has played
an important role during this period. At the same time, we have
guffered through some of the highest interest rates adjusted for in-
flation in our history and even with enormous inflows of foreign
capital, all of which will have to be paid back some day, these high
real interest rates have obviously had the effect of curtailing net
investment in productive capital activity in the United States. In
recent years the share of our net production devoted to new facili-
ties is the lowest since the Great Depression.

Obviously these are alarming trends when one looks at our trade
deficit and the fact that we'd like to continue to consume a large
volume of goods and services, and there's an cbvious problem if we
are not producing as much as we are consuming.

High interest rates at home have certainly not helped U.S. firms
compete overseas. OQur trade deficits have been huge, turning us
from the world’s largest creditor to the world's largest debtor. In
the midst of our current prosperity, such as it is, employment in
manufacturing has been stagnant at best and has declined steadily
over the past year.

{1)
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The sudden rise last month of long-term interest rates follows
similar increases overseas, and they raise a serious question, which
we raised with Chairman Greenspan here just several days ago and
postponed discussion until today, and that is the degree to which
our own monetary policy latitude may well be affected in larger
and larger degree by events taking place in the rest of the world.
Financial events and circumstances may now have reached a size
and magnitude in the aggregate that our ability to fine-tune our
own economy through monetary policy may be changing in impor-
tant ways and 1 think we need to understand the dynamics that
are at work in that area. You were kind enough to respond in your
formal statement to those concerns, and we will have a chance to
discuss that somewhat further today.

I am also interested in hearing your thoughts on the increased
use of debt throughout our economy. Obviously the failure of
Drexel Burnham brings into focus the issue of junk bonds and the
role that they play. But I would be interested in your thoughts on
what other risks there may be out there in our financial institu-
tions—whether in thrifts, insurance companies, pension funds, in-
vestment banks, and possibly others—as a result of the build-up of
debt in general and more particularly some of the effects of recent
problems in the junk bond market that may spill over in other di-
rections.

Those will be some of the areas that we will want to get into
with you this morning.

Let me call on Senator Garn.

OPENING STATEMENT OF SENATOR GARN

Senator Garn. Thank you, Mr. Chairman.

Chairman Greenspan notes in his prepared statement that last
year marked the seventh year of the longest peacetime expansion
of the U.S. economy on record. I think that's a remarkable achieve-
ment which should not be overlooked as we focus on the remaining
macroeconomic problems like inflation and the trade deficit.

While 1 have sometimes been a critic of monetary policy myself,
I nevertheless recognize the extent to which the by-and-large pru-
dent policies of the Federal Reserve deserve the credit for our eco-
nomic achievements. Far too often the other parts of Government
have complicated the Fed’s job rather than helping out.

This was certainly true when Congress in 1986 refused to recapi-
talize FSLIC. Tt’s true today that those responsible for fiscal policy
continue to depress our Nation's saving rate by inflating the Feder-
al deficit. But fiscal policy is not the only place where the Fed
could use some help. While we continue to enjoy the benefits of
this economic expansion that began in 1982, now is the time for us
to be making the structural changes that will enable our economy
t(;l regpond as it should to the economic challenges that clearly lie
ahead.

In this regard I certainly want to compliment Chairman Riegle
for his efforts to focus Congress’ attention on international com-
petitive challenges before us. He is doing an outstanding job in ar-
ticulating the challenges to the American financial services indus-
try in particular that are continuing to grow both in Europe and in
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Asia. I support Chairman Riegle in his efforts to prepare our finan-
ci}?l institutions and our regulatory structure for the challenges
ahead.

Chairman Greenspan, I know you support these efforts as well
and I hope you will use today’s hearing as another opportunity for
you to try to build a sense of urgency that we do need to proceed
with legislative action in these areas. As important as monetary
policy is and the things that you are here to discuss today, I am
sure vou know of my frustration after more than a decade of trying
to modernize our domestic financial structure to be competitive in
an increasingly competitive international and global marketplace.
So I would hope you would have some comments today on that
need for modernization within our own country.

Thank you, Mr. Chairman.

The CraigMAN. Thank you, Senator Garn. Thank you for your
personal comments.

Senator Heinz.

OPENING STATEMENT OF SENATOR HEINZ

Senator Heinz. Mr. Chairman, I commend you on having this
hearing. Of course, we are required to do it. Nonetheless, it’s im-
portant to give the public a sense that we are not only interested
in, but concerned about, the management of the economy; particu-
larly the critical role the Federal Reserve plays in it.

I just want to indicate to Chairman Greenspan that I don't know
of a time in the last 4 or 5 years when his stewardship and careful
judgments could be more important to the health of the economy
than they are now. It's my impression that our economy, because
of the situation with interest rates, is balanced on a knife's edge
and that the balancing act is possibly going to be determined by
forces beyond our control. Those forces begin with the fact that we
need to import close to $180 billion worth of capital annually in
order to pay our bills and to the extent that other nations raise the
cost of borrowing to themselves, they raise it to us. To the extent
that the Japanese, the West Germans, or other demands for credit
such as the opening of Eastern Europe raise the cost of funds they
will surely be felt here.

This of course puts Chairman Greenspan and the Federal Re-
serve into the most unusual position of having to take into account
in the conduct of monetary policy in this country those forces over
which they have modest or little control other than through the ar-
ticulate persuasiveness of the chairman.

I have some questions in that regard. I just want to say to Alan
Greenspan that there has never been, in my judgment, in recent
times a more difficult period for the economy of this country. I
think it's more difficult than when we went through the LDC debt
and potential default problem. That was money that was a sunk
cost. What we are going through now will have a very large poten-
tial real effect on capital markets and I am glad, Alan, that you
are here to do that job and to tell us how you are going te do it.

The CHAIRMAN. Thank you very much, Senator Heinz.

Senator Shelby.
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Senator SHELBY. Mr. Chairman, I have a written statement that
I would like to introduce for the record. Then I have just a few
brief comments, Mr. Chairman.

A lot of the Americans—I won't say for the first time—but a lot of
them are now realizing the impact that countries like Germany and
Japan when they raise their interest rates and we are competing for
their funds—what that means to this country. You, Mr. Chairman,
have been talking about for a long time and some of us on this
committee about a low savings rate where we are dependent on
foreign markets to finance our debt here and this is really coming
through now. It's obvious that this is some of the pressure that we're
facing and been facing in the last few days and when you're into
that—I don’t know if you are going to get into that in your re-
marks—but I certainly would like to pursue it in questioning.

Thank you, Mr. Chairman.

OPENING STATEMENT OF SENATOR SHELBY

Senator SuerLsy. Mr. Chairman, I am glad that you have sched-
uled today’s hearing. I appreciate the opportunity to hear from
Chairman Greenspan his perspective of the future.

Chairman Greenspan, | have read your testimony and heard the
press reports that indicate that you believe that the recessionary
trend of the past several months has bottomed out and that we can
expect to continue on the path of economic expansion. That is
indeed good news,

While we’'ve acknowledged for quite some time that we have en-
tered a global era, recent increases in long term U.S. rates which
followed increases in rates in Japan and West Germany, demon-
strate that the economy of the United States is inextricably linked
with those of other capitalist nations. To an increasing degree, issu-
ers of debt compete for the same pool of funds from investors
around the world.

We cannot turn back the clock nor will we ever again see mar-
kets delineated by geographic boundaries. Yet we must recognize
our dependency on foreign investors and the consequences they can
yield on our economy. Yes, we seem, at present, to be continuing
along the path of economic expansion. Yet we remain on this path
at the leniency of our creditors.

It is imperative that we minimize our dependency on foreign in-
vestors, by getting our fiscal house in order. Disappointingly, the
administration, in its first budget, demonstrated the same unwill-
ingness of the previous administration to make the tough choices,
to determine where the cuts are going to come from, thus leaving
Congress to fight it out.

Chairman Greenspan, the recessionary trend of the past several
months has made me concerned that the engine driving the U.S.
economy may be running out of steam. Whether or not that is
indeed the case at the moment, I believe that it is past time to
start correcting the excesses of the past decade in order to mini-
mize the severity of a recessionary correction. It is my hope that
you will use your influence with the administration to address the
issue of utmost importance, the budget deficit and must admit that
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I am somewhat disappointed that such an influence is not more ob-
vious in this year’s budget blueprint. .

I appreciate your being here today and look forward to the ques-
tion and answer period.

Thank you, Mr. Chairman.

The CrarrMaN. Thank you very much, Senator Shelby.

Senator D'Amato.

Senator D’AmATo. Mr. Chairman, if I might take the license of
doing the same, and that is submitting my prepared statement as if
read in its entirety for the record, and just make some observa-
tions.

First of all, let me welcome Chairman Greenspan and echo the
sentiments of both of my colleagues, Senator Heinz and Senator
Shelby, as it relates to the importance and difficulty of the job that
you, Mr. Chairman, have. I do believe that perhaps you have
helped to achieve that elusive goal of the soft landing.

I also believe that it is absolutely imperative that we do all that
we can to achieve an increased savings rate. I take some heart and
some comfort in your remarks and I think you have been the clari-
on voice years ago before your stewardship at the Fed saying that
this is essential. So I echo Senator Shelby’s comments and of
course that goes to the point that Senator Heinz was making. If
indeed interest rates in Japan and West Germany are higher, then
of course our own borrowing is going to be affected. So consequent-
ly the need to bring down that budget deficit and to increase our
own savings rate becomes so much more important and I would
like to pursue that when we have an opportunity to put some ques-
tions to you.

But again, I welcome the Chairman and I think that once again
you have been able to see us through the dire consequences and
predictions of the depression or the recession and that it really has
been a soft landing.

OPENING STATEMENT OF SENATOR I’AMATO

Senator I’ AMaTo, Mr. Chairman, 1 join you in welcoming Chair-
man Greenspan. | also welcome the Fed's report on monetary
policy. Once again we have observed the effects of the Fed's steady
hand on the money supply controls. 1t appears that we have avoid-
ed the fruition of the dire predictions of recession and perhaps
have actually achieved the illusive “soft landing’.

At least, it appears now that Chairman Greenspan has steered a
course in monetary policy that has slowed growth without choking
off the robust economy which has created jobs and increases oppor-
tunity for all Americans. He and his colleagues at the Fed are to
be congratulated.

I am also heartened that disposable household income is growing
faster than consumer spending. This has resulted in a healthy 5%
percent increase in the savings for the last quarter of 1989. I con-
tinue to believe that the tax code needs to be amended to correct
its bias against savings. However, improvement in the savings rate,
with or without changes in the tax code is good news and I am cer-
tain that Chairman Greenspan is pleased as well.
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It is unfortunate that it now appears that progress against infla-
tion is going to be difficult. However, so long as the Federal Gov-
ernment continues to run large budget deficits we can expect only
ohe miracle at a time from the Federal Reserve System. The “soft
landing”” and the prospects for continued moderate GNP growth
demonstrate the resilience of the American economy. I hope that
someday we in the Congress will order our fiscal house and really
do something about inbedded inflation.

The CuairMAN. Thank you, Senator D’Amato.

Senator Mack.

Senator Mack. Thank you.

Welcome, Mr. Chairman. I look forward to your comments this
morning and will be raising a question on monetary policy and
price stability, but I think I will just wait until the question period
and look forward to your comments.

The CuairmMaN. We have other colleagues enroute and Senator
Graham from Florida has just arrived. Senator Graham, as you get
seated, let me say that if you would like to make an opening com-
ment at this point we would be happy to have it.

Senator GranaM. Thank you, Mr. Chairman.

I have an opening statement which I will file for the record.

OPENING STATEMENT OF SENATOR GRAHAM

Senator Granam. Mr, Chairman, it is a pleasure to have Chair-
man Greenspan report to us today on the conduct of monetary
policy. As the Chairman has said before, monetary policy alone
cannot provide the answers to our economic problems. The United
States needs to have complimentary trade and fiscal policies, and
to coordinate these policies with the administration’s goals, the
Congress and our trading partners.

Chairman Greenspan, earlier this week you predicted inflation
would be between 4 percent and 4.5 percent this year which was
more or less the same as in 1983. Wednesday, the Consumer Price
Index was announced which illustrated a larger than expected
jump. This rise does not bode well for interests rates staying lower
in the future.

The Federal Reserve in the past has been successful in lowering
interest rates as well as inflation but rising rates as you know
impact the savings and loan problem as well as the Latin Ameri-
can debt situation which the United States is currently in the
middle of the solutions.

Also of concern is the impact of overseas dollars on our monetary
policy due to the budget deficit.

Mr. Chairman, we look forward to your testimony this morning.

The CHAIRMAN. With that, Chairman Greenspan, we have your
statement and we will make it a part of the record and I would
hope that in the course of your remarks to us that you would feel
free to digress and emphasize points you feel strongly about. If
there is anything that has come up in the course of the discussion
that relates to something in your prepared remarks that you want
to focus on that’s separate from what is in your formal statement I
want you to feel free to do that.

Before we begin I have a statement from Senator Dixon.
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OPENING STATEMENT OF SENATOR DIXON

Senator DixoN. Mr. Chairman, I am pleased to be here this
morning as the Senate Banking Committee conducts the first hear-
ing of the new decade on monetary policy. I look forward to the
thoughtful testimony of Federal Reserve Board Chairman Alan
Greenspan.

In the past 6 months our world has experienced extraordinary
changes. Cold war tensions have dramatically decreased. Waves of
political and economic freedom have swept eastern Europe. Drexel
Burnham, a once mighty financial giant, has filed for bankruptcy.
Each week, new historic headlines develop.

Fortunately, through all these upheavels, our economy has
stayed on a fairly steady course. Unemployment has remained
stable. Inflation has not taken off—despite yesterday's reported
consumer price jump, which was related directly to December’s un-
usually harsh weather. The market did not collapse with Drexel's
demise. And the economy seems to have avoided entering a reces-
sion. Skillful handling of monetary policy by the Federal Reserve
deserved much credit.

With all of this geod news, I am concerned that we are seeing
only these new, magnificent trees; we are not seeing all of the
changes in the forest, nor the small fire burning within its wooded
heart. I am concerned that as the winds of international competi-
tion gust and blow that fire will spread and that forest will wither.

It is easy to be sanguine when our economy appears healthy.
Still, the Federal budget and trade deficits, a low savings rate, in-
adequate research and technological development, calcified finan-
cial regulation, mediocre education, and problems in our inner
cities, all threaten our current prosperity. They are the fires which
threaten to destroy our forest of growth and bounty.

The economic news which we hear today should not pacify us. In-
stead, it should spur Congress and the American pecple to action
so that our much admired prosperity and economic freedom will
continue to flourish.

We would be pleased to hear from you now.

STATEMENT OF ALAN GREENSPAN, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. GREENSPAN. Thank you very much, Mr. Chairman.

I, as always, appreciate the opportunity to testify on the Federal
Reserve’'s semiannual Monetary Policy Report to the Congress.

My prepared remarks go into some detail on our monetary policy
actions and plans in the context not only of the current and pro-
jected state of the economy, but also against the background of our
longer-term objectives and strategy for achieving them.

The prepared testimony also addresses some issues for monetary
policy raised by the increasingly international character of finan-
cial markets, and I will be glad to pursue that issue in some detail
as the question period unfolds.

Last year, as has been remarked, represented the seventh year of
the longest peacetime expansion of the U.S. economy on record.
Some two and a half million jobs were created and the civilian un-
employment rate held steady at 5% percent. Inflation was held to a
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rate no faster than in recent years, but unfortunately no progress
was made in 1989 toward price stability.

Thus, while we can look back with satisfaction at the economic
progress made last year, there is still some work to be done.

About a year ago the Federal Reserve policy was in the final
phase of a period of gradual tightening designed to inhibit a build
up of inflation pressures. Interest rates moved higher through the
winter but started down when signs of more restrained aggregate
demand and of reduced potential for higher inflation began to
appear.

As midyear approached a marked strengthening of the dollar on
foreign exchange markets further diminished the threat of acceler-
ating inflation and economic data suggested that the balance of
risks had shifted toward the possibility of an undue weakening in
economic activity.

With M2 and M3 below the lower bounds of their annual ranges
in the spring, the Federal Reserve in June embarked on a series of
measured easing steps that continued through late last year.
Across the maturity spectrum interest rates declined further to
levels of about 1% percentage points below March peaks.

Reduction in inflation expectation and reports of a softer econo-
my evidently contributed to the drop in rates in long-term markets.
The decrease in short-term rates lifted M2 to around the middle of
its annual range in the latter part of the year.

So far this year the Federal funds rate has remained around 8%
percent, but rates on Treasury securities and longer-term private
instruments have reversed some of their earlier declines. Investors
have reacted to stronger-than-expected economic data, a run-up in
energy prices, and increasingly attractive investment opportunities
abroad, especially in Europe.

Monetary policy was conducted again last year with an eye on
long-run policy goals, and economic develops in 1989 were consist-
e}111t with the Federal Reserve’s medium-term strategy for reaching
them.

The ultimate objective of economic policy is to foster the maxi-
mum sustainable rate of economic growth. By ensuring stable
prices, a necessary condition for maximum sustainable growth,
monetary policy can play its most important role in promoting eco-
nomic progress.

The strategy of the Federal Open Market Committee for moving
toward this goal remains the same, to restrain growth in money
and aggregate demand in coming years enough to establish a clear
downward tilt to the trend of inflation and inflation expectations,
while avoiding a recession.

If past patterns of monetary behavior persist, maintaining price
stability will require an average rate of M2 growth over time ap-
proximately equal to the trend growth in output.

During the transition, the decline of market interest rates in re-
sponse to the moderation in inflation would boost the public’s
demand for M2 relative to nominal spending lowering M2 velocity.
M2 growth over several years accordingly may show little decelera-
tion, and it could actually speed up from time to time as interest
rates decline in fits and starts.
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Hence, the FOMC would not expect to lower its M2 target range
mechanically each and every year in the transition to price stabili-
ty.
This qualitative description of our medium-term strategy is easy
to state, but actually implementing it will be difficult. Unexpected
developments no doubt will require flexible policy responses. Any
such adjustments will not imply a retreat from the medium-term
strategy or from ultimate policy goals. Rather, they will be mid-
cour]je corrections that attempt to keep the economy and prices on
track.

The easing of reserve pressures starting last June is a case in
point. Successive FOMC decisions to ease operating policy were in-
tended to forestall an economic downturn the chances of which
seem to be increasing as the balance of risks shifted away from
greater inflation.

The FOMC was in no way abandoning its long-term goal of price
stability. Instead, it sought financial conditions that would support
the moderate economic expansion judged to be consistent with
progress toward stable prices.

In the event, output growth was sustained last year, although in
the fourth quarter a major strike at Boeing combined with the first
round of production cuts in the auto industry accentuated the un-
derlying slowdown.

On the inflation side, price increases in the second half were ap-
preciably lower than those in the first.

Against this background, the Federal Reserve Governors and the
Presidents of the Reserve Banks foresee continued moderate eco-
nomic expansion over 1990 consistent with conditions that will
foster progress toward price stability over time. At its meeting ear-
lier this month the FOMC selected ranges for growth in money and
debt it believes will promote this outcome.

My testimony last July indicated the very preliminary nature of
the tentative ranges chosen for 1990, given the uncertain outlook
for the economy, financial conditions, and appropriate growth of
money and debt.

With the economic situation not materially different from what
was then anticipated, the FOMC reaffirmed the tentative 3 to 7
percent growth range for M2 in 1990 that it set last July. This
range, which is the same as that used in 1989, is expected by most
FOMC members to produce somewhat slower growth in nominal
GNP this year.

The declines in short-term interest rates through late last year
can be expected to continue to boost the public’s demands for liquid
balances in M2, at least for a while longer. M2 growth over 1990
thus may be faster than in recent years, and M2 velocity could well
decline over the four quarters of the year absent a pronounced
firming of short-term market interest rates.

In contrast with M2, the range for M3 has been reduced from its
tentative range set last year. The new M3 range of 3% to 6% per-
cent is intended to embody the same degree of restraint as the M2
range, but it was lowered to reflect the continued decline in thrift
asseis and funding needs now anticipated to accompany the ongo-
ing restructuring of the thrift industry.
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The Committee’s best judgment is that money growth within
these annual ranges will be compatible with a moderation in the
expangion of nominal GNP. Most FOMC members and other Re-
serve Bank Presidents foresee real GNP growth of 1% to 2 percent
over the yvear as a whole. Such a rate would be around last year’s
moderate pace excluding the rebound in agricultural output from
the 1988 drought.

A slight easing of pressures on resources probably is in store. In-
flation pressures should remain contained even though the decline
in the dollar’s value over the past half year likely will reverse
some of the beneficial effects on domestic inflation stemming from
the dollar’s earlier appreciation. The CPI this year is projected to
increase 4 to 4% percent as compared with last year’s 4% percent.

Experience has shown such macroeconomic forecasts to be sub-
ject to a variety of risks. Assessing the balance of risks between
production shortfalls and inflation pressures in the current outlook
is complicated by several cross-currents in the domestic and inter-
national economic and financial situation.

One risk is that the weakness in economic activity evident
around the year end may tend to cumulate causing members’ fore-
casts about production and employment this year to be overly opti-
mistic. However, available indicators of near-term economic per-
formance suggest that the weakest point may have passed.

The inventory correction in the auto industry, a rapid one involv-
ing a sharp reduction in motor vehicle assemblies in January, cou-
pled with better motor vehicle sales, seems to be largely behind us.
Industrial activity outside of motor vehicles appears to be holding
up. Production of business equipment where evidence has accumu-
lated of some stability, if not an increase, in orders for profit mar-
gins, is likely to support manufacturing output in the coming
months.

Housing starts were depressed in December by severely cold
weather in much of the country, but starts bounced back strongly
in January in line with the large gain in construction employment
last month.

From these and similar data one can infer the beginnings of a
modest firming in economic activity. While we cannot be certain
that we are as yet out of the recessionary woods, such evidence
warrants at least guarded optimism. :

There are, however, other undercurrents that continue to signal
caution. One that could disturb the sustainability of the current
economic expansion has been the recent substantial deterioration
in profit margins, and continuation of this trend could seriously
undercut the still expanding capital goods markets. However, if
current signs of an upturn in economic activity broaden, profit
margins can be expected to stabilize,

A more deep-seated concern with respect to the longer run viabil-
ity of the expansion is the increase in debt leverage. Although the
trends of income and cash flow may have turned the corner, the
structure of the economy’s financial balance sheet weighs increas-
ingly heavily on the dynamics of economic expansion.

In recent years, business debt burdens have been enlarged
through corporate restructurings, and as a consequence, interest
costs as a percent of cash flow have risen markedly. Responding to
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certain well-publicized debt-servicing problems, creditors have
become more seiective in committing funds for these purposes.

Within the banking industry credit standards have been tight-
ened for merger and LBO loans as well as for some other business
customers. Credit for construction projects reportedly has become
less available because of FIRREA-imposed limits and heightened
concerns about overbuilding in a number of real estate markets.

Among households, too, debt-servicing burdens have risen to his-
toric highs relative to income, and delinquency rates have moved
up of late. Suppliers of consumer and mortgage credit appear to
have tightened lending terms a little. Real estate values have soft-
ened in some locales, although prices have maintained an uptrend
in terms of the national averages, especially for single-family resi-
dences.

These and other financial forces merit careful monitoring. While
welcomed from the supervisory perspective, more cautious lending
does have the potential for dampening aggregate demand.

It i1s difficult to assess how serious a threat increased leverage is
to the current level of economic activity. Clearly should the econo-
my fall into a recession, excess debt service costs would intensify
the problems of adjustment. But it is unlikely that in current cir-
cumstances strains coming from the economy’s financial balance
sheet can themselves precipitate a downturn.

As | indicated in my prepared text, we expect nonfinancial debt
growth to continue to slow from its frenetic pace of the mid-1980s.
This should lessen the strain and hopefully the threat to the econo-
my.
Among other concerns recent events have highlighted the com-
plex interactions between developments in the U.S. economy and
financial markets and those in other major industrial countries.
Specifically, the parallel movements in long-term interest rates
here and abroad over the early weeks of 1990 have raised ques-
tions: To what extent is the U.S. economy subject to influences
from abroad? To what extent, as a consequence, have we lost con-
trol over our economic destiny?

The simple answer to these questions is that the U.S. economy is
influenced from abroad to a substantially greater degree than, say,
two or three decades ago, but U.S. monetary policy is nonetheless
able to carry out its responsibilities effectively.

The post-war period has seen markedly closer ties among the
world’s economies. Markets for goods have become increasingly and
irreversibly integrated as a result of the downsizing of economic
output and the consequent expansion of international trade.

The past decade in particular also has witnessed the growing in-
tegration of financial markets around the world. Advancing tech-
nology has fostered the unbundling and transfer of risk and engen-
dered a proliferation of new financial products.

Cross-border financial flows have accordingly accelerated at a
pace in excess of global trade gains. This globalization of financial
markets has meant that events in one market or in one country
can li:tiffect within minutes developments in markets throughout the
world.

More integrated and open financial markets have enabled all
countries to reap the benefits of enhanced competition and im-
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proved allocation of capital. Our businesses can raise funds almost
anywhere in the world. Our savers can choose from a lengthening
menu of investments as they seek the highest possible return on
their funds, and our financial institutions enjoy wider opportuni-
ties to compete.

In such an envirenment a change in the expected rate of return
on financial assets abroad naturally can affect the action of bor-
rowers or lenders in the United States. In response, exchange
rates, asset prices and rates of return all may adjust to new values.
Strengthened linkages among world financial markets affect all
markets and all investors. Just as U.S. markets are influenced by
developments in markets abroad, foreign markets are influenced by
events here.

These channels of influence do not depend on whether a country
1s experiencing a deficit or a surplus in its current account. In
today’s financial markets the net flows associated with current ac-
count surpluses and deficits are only the tip of the iceberg. What
are more important are the huge stocks of financial claims, more
than one and a half trillion held in the United States by foreigners
and more than $26 trillion of dollar-denominated claims on U.S.
borrowers held by U.S. residents.

This is in addition to the vast quantities of assets held in foreign
currencies abroad. It is these holdings that can respond to changes
in actual and expected rates of return.

In recent years we have seen several instances in which rates of
return have changed essentially simultaneously around the world.
For example, stock prices moved together in October 1987 and
1989, and in 1990 bond yields have risen markedly in many indus-
trial countries.

However, we must be cautious in interpreting such events and in
drawing implications for the United States. Frequently such move-
ments occur in response to a common worldwide influence.

Currently, the world economy is adjusting to the implications of
changes in Eastern Europe where there are tremendous new oppor-
tunities to invest and promote reconstruction and growth. Those
opportunities, while contributing to the increase in interest rates
in the United States, also open up new markets for our exports.

Moreover, despite globalization, financial markets do not neces-
sarily move together. They also respond to more localized influ-
ences. Over 1989, for example, bond yields in West Germany and
Japan rose about a percentage point while those in the United
States fell by a similar amount. The contrast between 1989 and
1920 illustrates the complexity of relationships among financial
markets. Interactions can show through in movements in exchange
rates as well as interest rates, and changes in prices of assets
depend on a variety of factors, including economic developments
and inflation expectations in various countries as well as monetary
and fiscal policies here and abroad.

The influence of economic policies abroad and other foreign de-
velopments on the U.S. economy is profound, and the Federal Re-
serve must carefully take them into account when considering its
menetary policy. But these influences do not fundamentally con-
strain our ability to meet our most important monetary policy ob-
jectives.
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Developments within U.S. financial markets remain the strong-
est influence on asset prices and interest rates determined by those
markets and through them on the U.S. economy. Exchange rates
absorb much of the impact of developments in foreign asset mar-
kets permitting U.S. interest rates to reflect primarily domestic
economic conditions.

Exchange rates influence the prices of products that do or can,
enter into international trade. Such factors can bring about
changes in the composition of production between purely domestic
goods and services and those entering international trade, and they
can affect aggregate price movements for a time,

However, the overall pace of spending and output in the United
States depends on the demands upon all sectors of the U.S. econo-
my taken together, and our inflation rate over time depends on the
strength of those demands relative to our ability to supply them
out of domestic production.

Because the Federal Reserve is able to affect short-term interest
rates in U.S. financial markets, it is able to influence the pace of
economic activity in the short run and inflation pressures longer
term. To be sure monetary policy must currently balance more fac-
tors than in previous decades, but our goals are still achievable.

Monetary policy is only one tool, however, and it cannot be used
successfully to meet multipie objectives. The Federal Reserve, for
example, can address itself to either domestic prices or exchange
rates, but cannot be expected to achieve objectives for both simulta-
neously. Monetary policy alone is not readily capable of addressing
today's large current account deficit which is symptomatic of un-
derlying imbalances among saving, spending and production within
the 1J.8. economy.

Continued progress in reducing the Federal deficit is a more ap-
propriate instrument to raise domestic savings and free additional
resources for productive investment. The long-term health of our
economy requires the balanced use of monetary and fiscal policy in
order to reach all of the Nation's policy objectives.

Thank you very much.

{The complete prepared statement of Chairman Greenspan and
report follows:]
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Mr. Chairman and Members of the Committee, I appreciate the
opportunity to testify today on the Federal Reserve's semiannual Monetary
Policy Report to the Congress. My prepared remarks discuss our monetary
policy actions and plans in the context not only of the current and pro-
jected state of the economy, but also against the background of cur
longer-term objectives and strategy for achieving them. The testimony
alsc addresses some issues for monetary policy raised by the increasingly
international character of financial markets.

Economic and Monetary Policy Developments in 1989

Last year marked the seventh year of the longest peacetime
expansion of the U.S, economy on record. Some 2-1/2 million jobs were
created, and the civilian unemployment rate held steady at 5-1/4 percent,
Inflation was held to a rate no faster than that in recent vears,
but unfortunately no progress was made in 198% toward price stability.
Thus, while we can look back with satisfaction at the economic progress
made last year, there is still important work to be dene.

About a year ago, Federal Reserve policy was in the final phase
of a period of gradual tightening, designed to inhibit a buildup of
inflaticon pressures. Interest rates moved higher through the winter, but
started down when signs of more restrained aggregate demand and of
reduced potential for higher inflation began to appear. As midyear
approached, a marked strengthening of the dollar on foreign exchange
markets further diminished the threat of accelerating inflation. New
economic data suggested that the balance of risks had shifted towa;d the

possibility of an undue weakening in economic activity. With M2 and M3

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



16

below the lower bounds of their annual ranges in the spring, the Federal
Reserve in June embarked on a series of measured easing steps that con-
tinued through late last year. Across the maturity spectrum, interest
rates declined further, to levels about 1-1/2 percentage points below
March peaks. Reductions in inflation expectations and reports of a
softer economy evidently contributed to the drop in rates in longer-temrm
markets.

The decrease in short-term rates lifted M2 to around the middle
of its annual range in the latter part of the year. Efforts under the
Finan¢ial Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA) to close insolvent thrift institutions and strengthen undercapi-
talized thrifts led to a cutback of the industry’s assets and funding
needs, This behavior held down M3 growth in the second half of the year,
and that aggregate ended the year around the lower end of its annual
range., The restructuring of the thrift industry did not, however, seem
to appreciably affect the overall cost and availability of residential
mortgage credit, as other suppliers of this credit stepped into the
breach. In the aggregate, the debt of nonfinancial sectors slowed
somewhat, along with spending, to a rate just below the midpoint of its
annual range.

S0 far this year, the federal funds rate has remained arcund
8-1/4 percent, but rates on Treasury securities and longer-term private
instruments have reversed some of their earlier declines. Investors have

reacted to stronger-than-expected economic data, a runup in energy
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prices, and increasingly attractive investment opportunities abroad,
especially in Europe.
The Ultimate Objectives and Medium-Term Strategy of Monetary Policy

Monetary peclicy was conducted again last year with an eye on
long-run policy goals, and economic developments in 1389 were consistent
with the Federal Reserve’s medium-term strategy for reaching them.) The
ultimate objective of economic policy is to foster the maximum sustain-
able rate of economic growth. This outcome depends on market mechanisms
that provide incentives for economic progress by epcouraging creativity,
innovation, saving, and investment. Markets perform these tasks most
effectively when individuals can reascnably believe that by forgoing
consumption or leisure in the present they can reap adegquate rewards in
the future. Inflation insidiously undermines such confidence. IbL raises
doubts in people’s minds about the future real value of their nominal
savings and earnings, and it distorts decision-making. Faced with
inflation, investors are more likely to divert their attention to
protecting the near-term purchasing power of their wealth. Modern-day
examples of economies stunted by rapid inflation are instructive. 1In
countries with high rates of inflation, people tend to put their savings
in foreign currencies and commodities rather than in the financial
investments and claims on productive assets that can best foster demestic
growthf\ By ensuring stable prices, menetary policy can play its most
important role in promoting economic progress.

The strategy of the Federal Open Market Committee (FOMC) for

moving toward this goal remains the same--to restrain growth in money and
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aggregate demand in coming years enough to establish a clear downward
tilt to the trend of inflation and inflation expectations, while avoiding
a recession. Approaching price stability may involve a pericd of expan-
sion in activity at a rate below the growth in the economy’s potential,
thereby relieving pressures on resources. Once some slack develops, real
output growth can pick up to around its potential growth rate, even as
inflation continues to trend down. Later, as price stability is
approached, real output growth can move still higher, until full rescurce
utilization is restored.

While these are the general principles, nc one can be certain
what path for the economy would, in practice, accompany the gradual
approach to price stability. One key element that would minimize the
costs asscociated with the transition would be a conviction of partici-
pants in the economy that the anti-inflation policy is credible, that ig,
likely to be effective and unlikely to be reversed.

Stability of the general price level will y 214 important long-
run benefits. Nominal interest rates will be reduced with the disap-
pearance of expectations of inflation, and real interest rates likely
will be lower as well, as less uncertainty about the future behavior of
overall prices induces a greater willingness to save. Higher saving and
capital accumulation will enhance productivity, and the trend growth in
real GNP will be greater than would bea possible if the recent inflation

rate continued.
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If past patterns of monetary behavior persist, maintaining price
stability will require an average rate of M2 growth over time approxi-
mately equal to the trend growth im output. During the transiticn, the
decline of market interest rates in response to the moderation in infla-
tion would boost the public’s demand for M2 relative to nominal spending,
lowaring M2 velocity. M2 growth over several years accordingly may show
little deceleration, and it c¢ould actually speed up from tige to time, as
interest rates decline in fits and starts. Hence, the FOMC would not
expect to lower its M2 range mechanically each and every year in the
transition to price stability.

This qualitative description of our medium-term strategy is easy
to state, but actuvally implementing it will be difficult. Unezpected
developments no doubt will require flexible policy responses, Any such
adjustments will not imply a retreat from the medium-term strategy or
from ultimate policy goals. Rather, they will be mid-course corrections
that attempt to keep the eccnomy and prices on track. The easing of
reserve pressures starting last June is a case in point. Successive FOMC
decisions to ease operating policy were intended to forestall an economic
downturn, the chances of which seemed to be increasing as the balance of
risks shifted away from greater inflation. The FOMC was in no way aban-
doning its long-run goal of price stability. Instead, it sought finan-~
cial conditions that would support the moderate economic ezpansion judged
to be consistent with progress toward stable prices. In the event, out-
put growth was sustained last year, althcough in the fourth quarter a

major strike at Boeing combined with the first round of production cuts
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in the auto industry accentuated the underlying slowdown. On the infla-
tion side, price increases in the second half were appreciably lower than
those in the first. !Although the CPI for January, as expected, showed a
sizable jump in energy and food prices in the wake of December’s cold
snap, a reversal is apparently underway.)

Monetary Policy and the Ecoromic Qutlook for 1990

Against this background, the Federal Reserve Governors and the
Presidents of Reserve Banks foresee continued moderate economic expansion
over 19%0, consistent with conditions that will foster progress toward
price stability over time. At its meeting earlier this meonth, the FOMC
selected ranges for growth in money and debt it believes will promote
this outcome.

My testimony last July indicated the very preliminary nature of
the tentative ranges chosen for 1990, given the uncertain outlook for the
econcmy, financial conditions, and appropriate growth of money and debt.,
With the economic situation not materially different from what was
anticipated at that time, the FOMC reaffirmed the tentative 3 to 7 per-
cent growth range for M2 in 1990 that it set last July. This range,
which is the same as that used in 1989, is expected by most FOMC members
to produce somewhat slower grewth in nominal GNP this year. The declines
in short-term interest rates through late last year can be expected to
continue to boost the public’s demands for liguid balances in M2, at
least for a while longer. M2 growth over 1990 thus may be faster than in

recent years, and M2 velocity could well decline over the four guarters
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of the year, absent a pronounced firming in short-term market jinterest
rates.

In contrast with M2, the range for M3 has been reduced from its
tentative range set last July. The new M3 range of 2-1/2 to 6-1/2 per-
cent. is intended to embody the same degree of restraint as the MZ range,
but it was lowered to reflect the rontinued decline in thrift assets and
funding needs now anticipated to accompany the ongoing restructuring of
the thrift industry. Ghis asset runoff began in earnest in the second
half of last year, so its magnitude was not incorperated into the tenta-
tive M3 range for 1990 set last July. The bulk of the mortgage and real
estate assets that thrifts will shed are expected to be acquired by the
Resolution Trust Corporation and diversified investors other than deposi-
tory instituticns. Such assets thes will no longer be financed by
monetary instruments included in M3. In addition, commercial banks are
likely to be more cautious in their lending activities, reducing their
need to issue wholesale managed lisbilities included in M3. These
influences should retard the greowth of M3 relative to M2 again this year.

The debt of domestic nonfinancial sectors is expected to decele-
rate aleng with nominal GNP for a fourth straight year, and the Committee
chose to lower the monitoring range for this aggregate to 5 to 9 percent
for 1990. Merger and acquisition activity has retreated from the fever-
ish pace of recent years, reflecting some well-publicized difficulties of
restructured firms and more caution on the part of creditors. All other

things equal, less restructuring activity and greater use of equity
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finance imply reduced corporate borrowing. An ebbing of growth in house-
hold debt also seems prebable.

Over the last decade, money and debt aggregates have become less
reliable guides for the Federal Reserve in conducting policy. The veloc-
ities of the aggregates have ranged widely from one quarter or one year
to the next, in response to interest rate movements and special factors.
In the coming year, the effects of the contraction of the thrift industry
on the velocity of M3, and to a lesser extent on that of M2, are espe-
clally difficult to predict. While recognizing that the growth rates of
the broader monetary aggregates over long periods are still good indica-
tors of trends in inflation, the FOMC will continue to take an array of
factors into acecount in guiding operating policy. Information about
emerging patterns of inflationary pressure, business activity, and condi-
tions in domestic and international financial markets again will need to
supplement monetary data in providing the background for decisions about
the appropriate operating stance.j

The Committee’s best judgment is that money and debt growth
within these annual ranges will be compatible with a moderation in the
expansion of nominal GNP. Most FOMC members and other Reserve Bank pres-
idents foresee real GNP growing 1-3/4 to 2 percent over the year as a
whole. Such a rate would be around last year’s moderate pace, excluding
the rebound in agricultural output from the 1988 drought. A slight eas-
ing of pressures on resocurces probably is in store. Inflation pressures
should remain contained, even though the decline in the dollar’s value

over the past half-year likely will reverse some of the beneficial
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effects on domestic inflation stemming from the dollar’s earlier appreci-
ation. The CPI this year is projected to increase 4 to 4-1/2 percent, as
compared with last year’s 4-1/2 percent.

Rigks to the Economic Qutlook

Experience has shown such macroeconomic forecasts to be subject
to z variety of risks, hAssessing the balance of risks between production
shortfalls and inflation pressures in the current cutlook is complicated
by several cross-currents in the domestic and internaticnal economic and
financial situation.

One risk is that the weakness in econcmic activity evident
around year-end may tend to cumulate, causing members’ forecasts about
production and employment this year to be overly optimistic. However,
available indicators of near-term economic performance suggest that the
weakest point may have passed. The inventory correction in the auto
industry~-a rapid one involving a sharp reduction in motor vehicle
assemblies in January coupled with better motor vehicle sales--seems to
be largely behind us. Industrial activity outside of meotor vehicles
appears to be helding up. Froduction of business equipment, where evi-
dence has accumulated of some stability--if not an increase--in orders
for capital goods, is likely to support manufacturing output in coming
months. Heusing starts were depressed in December by severely cold
weather in much of the country. But starts bounced back strongly in
January, in line with the large gain in construction employment last
menth. From these and similar data, one can infer the beginnings of a

medest firming in ecconomic activity. While we cannot be certain that we
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are as yet out of the recessionary woods, such evidence warrants at least
guarded optimism.

There are, however, other undercurrents that continue to signal
caution. One that could disturb the sustainability of the current eco-
nomic expansion has been the recent substantial deterioration in profit
margins. A continuation of this trend could seriously undercut the still
expanding capital goods market. However, if current signs of an upturn
in economic¢ activity broaden, profit margins can be expected to stabi-
iize.

A more deep-seated concern with respect to the longer-run via-
bility of the expansion is the increase in debt leverage. Although the
trends of income and cash flow may have turned the corner, the structure
of the economy’s financial balance sheet weighs increasingly heavily on
the dynamics of economic expansion. In recent years, business debt
burdens have been enlarged through corporate restructurings, and as a
consequence interest costs as a percent of cash flow has risen markedly.
Responding to certain well-publicized debt-servicing problems, creditors
have become more selective in committing funds for these purposes.

Within the banking industry, credit standards have been tightened for
merger and LBO loans, as well as for gsome other business customers.
Credit for construction projects reportedly has become less available
because of FIRREA-imposed limits and heightened concerns about overbuild-
ing in a number of real estate markets.

Among households, too, debt-servicing burdens have risen to

historic highs relative to inceme, and delinquency rates have moved up of
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late. Suppliers of consumer and mortgage credit appear to have tightened
lending terms a little. Real estate values have softened in some
locales, although prices have maintained an uptrand in terms of the
national averages, especially for single-family residences. These and
other financial forces merit careful monitoring. While welcome from a
supervisory perspective, more cautious lending does have the potential
for damping aggregate demand.

Tt is difficult to assess how sericus a threat increased lever-
age 1is to the current levels of economic activity. Clearly, should the
economy fall into a recession, excess debt service costs would intensify
the problems of adjustment. But it is unlikely that in current circum-
stances strains coming from the economy’s financial balance sheet cap
themselves precipitate a downturn. As I indicated earlier, we expect
nenfinancial debt growth to continue to slow from its frenetic pace of
the mid-1980s. This should lessen the strain and hopefully the threat to
the economy.

International Financial Markets and Monetary Policy

Among cther coacerns, recent events have highlighted the complex
interacrions between developments in the U.5. economy and financial mar-
kets and those in the other major industrial countries. Specifically,
the parallel movements in long-term interest rates here and abroad over
the early weeks of 1990 have raised questions: To what extent is the
U.S. economy subject to influences from abrgad? To what emtent, as a
consequence, have we lost control over cur economic destiny? The simple

answer to these questions is that the U.S. economy is influenced from
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abzroad to a substantially greater degree than, say, two or three decades
ago, but U.S. meonetary policy is, nonetheless, able £o carry out its
responsibilities effectively.

The post-war period has seen markedly closer ties among the
world’s economies. Markets for goods have become increasingly, and
irreversibly, integrated as a result of the downsizing of economic ocutput
and the consequent expansion of international trade. The past decade, in
particular, also has witnessed the growing integration of financial mar-
kets around the world. Advancing technology has fostered the unbundling
and transfer of risk and engendered a proliferation of new financial
products., Cross berder financial flows have accordingly accelerated at a
pace in excess of global trade gains. This globalization of financial
markets has meant that events in one market or in one country can affect
within minutes developments in markets throughout the world.

More integrated and open financial markets have enabled all
countries to reap the benefits of enhanced competition and improved
allocation of capital. Our businesses can raise funds almost anywhere in
the world. Our savers can choose from a lengthening menu of investments
as they seek the highest possible return on their funds, Ouwr financial
institutions enjoy wider opportunities to compete.

In such an environment, a change in the expected rate of return
on financial assets abroad naturally can affect the actions of borrowers
or lenders in the United States. In response, exchange rates, asset

prices, and rates of return all may adjust to new wvalues.
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Strengthened lipkages among world financial markets affect all
markets and all investors. Just as U.S5. markets are influenced by devel-
opments in markets abreoad, fereign markets are influenced by events here.
These channels of influence do not depend on whether a country is
experiencing a deficit or a surplus in its current account. In today’s
financial markets, the net flows associated with current account sur-
pluses and deficits are only the tip of the iceberg. What are more
important are the huge stocks of financial claims--mere than $1.5 tril-
lion held in the United States by foreigners and more than $26 trillion
of dollar-denominated claims on U.S. borrowers held by U.S. residents.
This is in addition to the vast gquantities of assets held in foreign
currencies abroad. It is these holdings that can respond to changes in
actual and expected rates of return.

In recent years we have seen several instances in which rates of
return have changed essentially simultaneously around the world. For
example, stock prices moved together in October 1987 and 1989, and in
1990 bond yields have risen markedly in many industrial countries.

However, we must be cautious in interpreting such events, and in
drawing implications for the United States. Frequently, such movements
occur in response to a common worldwide influence. Currently, the world
econoly is adjusting to the implications of chaages in Eastern Europe,
where there are tremendous new opportunities to invest and promote
reconstruction and growth. Those opportunities, while contributing to
the increase in interest rates in the United States, also open up new

markets for cur exports.
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Moreover, despite globalization, financial markets do not
necessarily move together--they also respend to more localized influ-
ences. Over 1989, for example, bond yields in West Germany and Japan
rose about a percentage point, while those in the United States fell by a
similar amount. The contrast between 19B% and 1990 illustrates the com~
plexity of relationships among financial markets. Interactions can show
through in movements in exchange rates as well as interest rates, and
changes in the relative prices of assets depend on a variety of factors,
including economic developments and inflation expectations in various
countries as well as monetary and fiscal peclicies here and abroad.

\ The importance of foreign economic policies for domestic eco-
nomic conditions has given rise in recent years to a formalized process
of peolicgy coordination among the major industrial countries. The purpose
of such coordination is to help policymakers achieve better performance
in their national economies. It begins with improved communication among
authorities about eccnomic developments within each country. It includes
systematic analysis of the likely impact of these developments on the
econemies of the partner countries and on variables such as exchange
rates that are inherently jcintly determined in international markets.
Wwithin such a framework, it is possible to consider alternative choices
for economic policies and to account explicitly for the impacts of likely
policy measures in one country on the other economiesﬁ

The influence of economic policies abroad and other foreign
developments on the U.S5. econcmy is profound, and the Federal Reserve

must carefully take them into account when considering its monetary
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policy. But these influences do not fundamentally constrain our ability
toc meet our most important monetary policy cbjectives. Developments
within U.S8. financial markets remain the strcngest influence on the asset
prices and interest rates determined by those markets and, through them,
on the U.S. economy. Exchange rates abscrb much of the impact of devel-
opments in foreign asset markets, permitting U.S. interest rates to
reflect primarily domestic economic conditions. Exchange rates influence
the prices of products that do, or can, enter intc international trade.
Such factors can bring about changes in the compesition of production
between purely domestic goods and services and those entering inter-
national trade, and they can affect aggregate price movements for a time.

However, the overall pace cof spending and output in the United
States depends on the demands upon all sectors of the U.S. economy taken
together. And our inflation rate, over time, depends on the strength of
those demands relative to our ability to supply them out of domestic
production. Because the Federal Reserve is able to affect short-term
interest rates in U.S5. financial markets, it is able to influence the
pace of eccnomic activity in the short-run and inflationary pressures
longer-term. To be sure, mcnetary policy must currently balance more
factors than in previcus decades. But our goals are still achievable.

Mcnetary policy is only one tool, however, and it cannct be used
successfully to meet multiple objectives. The Federal Reserve, for
example, can address itself to either domestic prices or exchange rates
but cannot be expected to achieve objectives for both simultanecusly.

Monetary policy alone is not readily capable of addressing today’s large
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current account deficit, which is symptomatic of underlying imbalances
among saving, epending, and production within the U.S. economy. Con-
tinued progress in reducing the federal deficit is a more appropriate
instrument to raise domestic saving and free additional resources for
productive investment. The long-term health of cur economy requires the
balanced use of monetary and fiscal policy in order to reach all of the
nation’s policy objectiVES;{

Considerations Regarding Immediate Release of FOMC QOperating Decisions

Finally, Mr. Chairman, ycu reguested that I address an issue
that has been prominent in recent discussions of the procedures used to
implement policy on a day-to-day basis. I refer to the way the Federal
Reserve communicates its policy decisicns to the public., The selection
of money and debt ranges is aired promptly and thoroughly in the semian-
nual reports and testimonies. Changes in the discount rate are immedi-
ately announced in a press release.

Decisions made about open market coperations at and between FOMC
meetings are conveyed to the markets and to the public at large threugh
those operations. 1In practice, there is little lag between a discrete
change in operating policy and the wide recognition of that change,
despite the absence of an immediate public announcement. Guidance for
those operations is given to the Account Manager at the Federal Reserve
Bank of New York as a Directive, which is made public shortly after the
next FOMC meeting, sixz to seven weeks later.

Suggestions have been made that we release the Directive

immediately after an FOMC meeting, or anncunce publicly any change in our
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operating objectives as it occurs. These suggestions have appeal:

surely more information is better than less in promoting efficient finan-
cial markets; and the need to infer the Federal Reserve’s policy stance
from its actions can give rise to mistakes and unnecessary market vola-
tility.

Yet the amount of genuine new informaticn that would be released
is small; it is subject to misinterpretations; and its premature
anncuncement could adversely affect the policy process.

For example, the Directive itself cannot capture all the con-
siderations that guide Cqmmittee policy for the intermeeting peried. It
needs to be accompanied by the record of the Committee’s deliberations,
which takes several weeks te prepare properly. Moreover, early release
could provoke overreactions in financial markets to contingencies or
reserve pressure alternatives mentioned in a Directive that may not
occur, or that may be superseded by intermeeting developments and adjust-
ments, To the extent that market participants anticipate centingencies
in the Directive that never materialize, the markets would be subjected
to unnecessary volatility.

Earlier release of the Directive would, in additicn, force the
Committee itself to focus on the market impact of the anncuncement as
well as on the ultimate economic impact cf its actions. To avoid
premature market reaction to mere contingencies, FOMC decisions could
well lose their conditional character. Given the uncertainties in

economic forecasts and in the links between monetary policy actions and
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economic outcomes, such an impairment of flexibility in the evolution of
policy would be undesirable.

Wide movements in bond and stock prices occur when investors
receive new information that significantly alters their expectations over
a relatively long-term horizon. Normally, changing perceptions about the
current operating stance of monetary policy play only a minor role in
episodes of financial wariability. For example, over the last two
months, U.S, bond and stock prices fell appreciably con balance, with
fairly wide day-to-day and even intraday swings, but there was no
uncertainty or change of view about the current stance of operating
policy. To the extent that any of these market movements reflected
policy, they must have been reactions to prospective changes in pelicy.
But announcements of future changes in operating pelicy are not possible,
since they are contingent upon future economic developments.

Changes in our current operating stance, of course, have the
potential to alter anticipations of future conditions, including future
policy. At times, monetary policymakers wish to strengthen the market’s
sense of a more basic change in the thrust of policy through an announce-
ment effect, as well as through a change in the instrument itself.
Changes in the discount rate provide good examples.

More often, however, the Federal Reserve judges that policy
implementation is better served through small, incremental operating
moves that do not connote a significant alteration in policy intent and

do not have major implications for financial conditions in the more
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distant future. Signaling such policy moves through open market opera-
tions uswally aveids major and potentially destabilizing movements in
bond and stock prices.

This way of distinguishing the nature of policy intent may well
convey information to the financial markets about the future dirxection of
policy better than would a formal, immediate announcement of every policy

change.
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Ranges of Growth for Monetary and Credit Aggregates

1988 1989 1990
Percent change.
fourth quarter to fourth quarter
w2 4108 3te7 3to7
M3 4t08 Seto7Va 2Vt 6%
Debt Tio 11 B2 10 102 5t8

clements in M3; theift institution assets should con-
tinue to decline, as some solvent thrifis will be under
pressure to meet capital standards and insolvent thrifts
will continue 10 be shrunk and closed, with a portion of
their assets carried, temporarily, by the goverument.
While some of the assets shed by thrifts are expected to
be acquired by commercial banks, overall growth in
the asset portfolios of banks is expected to be moder-
ate, as these institutions exercise caution in extending
credit. An increase in lender —and borrower — caution
more generally points to some slowing in the pace at
which nonfinancial sectors take on debr relative to their
income 1n 1990, In particular, recent developments
suggest that leveraged buyouts and other transactions
that subsntute debt for equity in corporate capital
structures will be noticeably less important in 1990
than in recent years. Moreover, a further decline in the
federal sector's deficit is expected to reduce credit
growth this year. In light of these considerations, the
Cpmmitiee reduced the monitoring range for debt of
the nonfinancial sectors to 5 to 9 percent.

The setting of targets for money growth in 1990 is
made more difficult by uncertainty about developments
affecting thrift institutions. The behavior of M3 and, to
a more limited extent, M2 is likely to be affected by
such developments, but there is only limited basis in
experience 1© gauge the likely impact. In addition, in
interpreting the growth of nonfinancial debt, the Com-
miltee will have to take into account the amount of
Treasury horrowing (recorded as part of the debt
aggregate) used to carry the assets of failed thrift
institutions. pending their disposal. With these ques-
tions adding to the usual uncertainties about the rela-
tionship among movements in the aggregates and
output and prices, the Committee agreed that, in
implementing policy. they would need 1o continue to
consider, in addition to the behavior of money, indica-
1ors of inflationary pressures and econornic growth, as
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wellas developments in financial and foreign exchange
markets.

Economic Projections for 1990

The Comminee members, and other Reserve Bank
presidents, expect that growth in the real economy will
be moderate during 1990. Most project real GNP
growth over the four quarters of the year to be between
1% and 2 percent—essentiatly the same increase as in
1989, excluding the bounceback in farm output after
the 1988 drought. It is expected that this pace of
expansion will be reflected in some easing of pressures
on domestic resources; the central tendency of fore-
casts is for an unemployment rate of 5% to 5% percent
in the fourth guarter.

Certain factors have caused an uptick in inflatien
early this year. Most notably, prices for food and
energy increased sharply as the year began, reflecting
the impact of the unusually celd weather in December.
However, these run-ups should be largely reversed in
coming months, and inflation in food und energy prices
for the year as a whole may not differ much from
increases in other prices.

Given their importance in determining the trend of
overall costs, a deceleration in the cost of labor inputs
1s an integral part of any solid progress toward price
stability. Nominal wages and total compensatior: kave
grown relatively rapidly during the past two years,
while increases in labor productivity have diminished.
With prices being constrained by domestic and interna-
tional competition, espacially in goods markets. profit
margins have been squsezed to low levels. A restora-
tion of more normal margins ultimately will be neces-
sary 1f businesses are to have the wherewithal and
incentive to maintain and improve the stock of plant
and equipment.

Unfortunately, the near-term prospects for a moder-
ation in labor cost pressures are not favorable. Com-



Section 1: Monetary Policy and the Economic Qutlook for 1990

The U.S. economy recorded its seventh consecutive
year of expansion in 1983, Although growth was
slower than in the preceding two years., it was sufficient
10 support the creation of 2% million jobs and to hold
the unemployment rate steady at 5% percent, the
lowest reading since the early 1970s. On the external
front, the trade and current account deficits shrank
further in 1989, And while inflation remained undesir-
ably high, the pace was less than many analysts —and,
indeed. most members of the Federal Open Market
Committee (FOMC) — had predicted. owing in part to
the continuing diminution in longer-range inflation
expectations.

In 1989, monetary policy was tailored to the chang-
ing contours of the economic expansion and the poten-
tial for inflation. Early inthe year. as for most of 1988,
the Federal Reserve tightened money market condi-
tions in order to prevent pressures on wages and prices
from building. Market rates of interest rose relative to
those on deposit accounts, and unexpectedly large tax
payments in April and May drained liquid balances.
restraining the growth of the monetary aggregates in
the tirst half of the year. By May, M2 and M3 lay below
the lower bounds of the annual target ranges estab-
lished by the FOMC.

Around midyzar, risks of an acceleration in inflation
were perceived to have diminished as pressures on
industrial capacity had moderated, commodity prices
had leveled out, and the dollar had strengthened on
exchange markets, reinforcing the signals conveyed by
the weakness in the monctary aggregates. In June, the
FOMC began a series of steps, undertaken with care to
avoid excessive inflationary stimulus, that trimmed
1'% percentage points frem short-term interest rates by
year-end. Longer-term interest rates moved down by a
like amount, influenced by both the System’s easing
and a reduction in inflation expectations.

Growth of M2 rebounded to end the year at about the
midpoint of the 1989 target range. Growth of M3,
however, remained around the lower end of its range,
as a contraction of the thrift industry, encouraged by
the Financial Institutions Reform, Recovery, and En-
forcement Act of 1989 (FIRREA). reduced needs 10
tap M3 sources of funds. The primary effect of the
shrinkage of the thrift industry’s assets was a rechan-
neling of funds in mortgage markets, rather than a
reduction in overall credit availability; growth of the
nonfinancial sector debt aggregate monitored by the
FOMC was just a bit slower in the second half than in

the first, and this measure ended the year only u little
below the midpoint of its range.

Thus far this year. the overmght rate on federal
funds has held at 8'4 percent, but other market rates
have risen. Increases of as much as ¥ percentage point
have been recorded at the longer end of the marturity
spectrum. The bond markets responded 1o indicators
suggesting u somewhat greater-than-anticipated buoy-
ancy in economic activity —which may have both
raised expected real returns on investment and re-
newed some apprehensions about the outlook for infia-
tion. The rise in yields occurred in the context of a
general runup in international capital market yields,
which appears to have been In part a response to
emerging opportunities associated with the opening of
Eastern Europe; this development had particularly
notable effects on the exchange value of the West
German mark, which rose considerably relative 1o the
dotlar. the yen, and cther non-EMS currencies.

Monetary Policy for 1990

The Federal Open Market Committee is committed
1o the achievement, over time, of price stability. The
importance of this objective derives from the fact that
the prospects for long-run growth in the economy are
brightest when inflation need no longer be a material
consideration in the decisions of households and firms.
The members recognize that certain short-term fac-
tors—notably a sharp increase in food and energy
prices —are likely to boost inflation early this year, but
anticipate that these factors will not persist. Under
these circumstances, policy can support further eco-
nomic expansicn without abandoning the goal of price
stability.

To foster the achievement of those objectives, the
Committee has selected a 1arget range of 3 to 7 percent
for M2 growth in 1990, Growth in M2 may be more
rapid in 1990 than in recent years, and yet be consistent
with some moderation in the rate of increase in nominal
income and restraint on prices; in particular, M2 may
grow more rapidly than nominal GNP in the first partof
this year in lagged response to last year’s interest rate
mavements. Eventually, however, slower M2 growth
will be required to achieve and maintain price stability.

The Committee reduced the M3 range to 2'4 to 63
percent 1o take account of the effects of the restructur-
ing of the thrift industry, which is expected to continue
in 1990, A smaller proportion of mortgages is likely to
be held at depository institutions and financed by
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Economic Projections for 1990

FOMC Members and
1989 Actual Other FRB Presidents Administration
Gentral
Range Tendency

Percent change,
fourth quarter to fourth quarter

Nominal GNP 6.4 4to7 52 to 614 7.0

Real GNP 2.4 1t 2V 134to02 2.6

Consumer price index 4.5 3zt056 4104 411
Avaerage fevelin the
fourth quarter, percent

Unemployment rate 5.3 5% to6% BY2105% 5.42

1. CPI-W FOMCG foracasts are for CPI-U

2. Parcenl of total labor force, inchuding armed foreés résiding in the Unilad States.

pensation growth is being boosted i the first half of
1990 by an increasc in social security taxes and a hike
in the minimum wage. The anticipated easing of pres-
sures in the labor market should help produce some
moderation in the pace of wage increases in the second
half of 1990, but the Committee will continue to
monitor closely the growth of labor costs for signs of
progress in this area.

Finally, the recent depreciation of the dollar likely
will constitute another impetus to near-term price
inereases, reversing the restraining influence excried
by a strong dotlar through most of last year. Prices of
imported goods, excluding oil, increased in the fourth
quarter after declining through the first three quarters
of 1989, The full effect of this upturn likely will not be
felt on the domestic price level until some additional
time has passed.

Despite these adverse elements in the near-term
picture, the Commtiee believes that progress toward
price stability can be achieved over time, given the
apparently moderate pace of activity. In terms of the

consumer price index, most members ¢xpect an in-
crease of between 4 and 4% percent, compared with
the 4.5 percent advance recorded in 1989.

Relative to the Cominittee, the Administration cur-
rently is forecasting more vapid growth in real and
nominal GNP. At the same time, the Administraticn’s
projection for consumer price inflation is at the low end
of the Committee's central tendency range. In its
Annual Report, the Council of Economic Advisers
argues that, if nominal GNP were to grow ata 7 percent
annual rate this year—as the Council is projecting —
then M2 could exceed its target range, particularly if
interest rates fall as projected in the Administration
forecast. As suggested above, monetary relationships
cannot be predicted with absolute precision, but the
Council's assessment is reasonable. And, although
most Committee members believe that growth in
nominal GNP more likely wili be between 5% and
6% percent, a more rapid expansion in nominal income
would be welcome if it promised to be accompanied by
a declining path for inflation in 1990 and beyond.
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Section 2: The Performance of the Economy in 1989

Real GNP grew 2% percent over the four quarters of
1989, 2 percent after adjustment for the recovery in
farm output from the drought losses of the prior year.
This constituted a significant downshifting in the pace
of expansion from the unsustainably rapid rates of
1987 and 1988, which had carried activity to the point
that inflationary strains werc beginning to become
visible in the cconomy. As the year progressed, clear
signs emerged that pressures on resource utilization
were easing . particularly inthe industrial sector. None-
theless, the overall unemployment rate remained at
5.3 percent. the lowest reading sinee 1973, and infla-
tion remained at 4 Y percent despite the restraining in-
fluence of a dollar that was strong for most of the year.

The deceleration in business activity last yecar re-
flected. to some degree. the monetary tightening from
earty 1988 through early 1989 that was undertaken
with a view toward damping the inflation forces. Partly
as a consequence of that tightening. the U.S. dollar
appreciated in the foreign exchange markets from early
1988 through mid-1989, contributing to a slackening
of foreign demand for U.S. products. At the same time,
domestic demand also slowed, more for goods than for
services. Reflecting these developments, the slow-
dowainactivity was concentrated in the manufacturing
sector: Factory employment, which increased a total of
90.000 over the first three months of 1989, declined
195,000 over the remainder of the year. and growth in
manufacturing production slowed from 5% percent in
1988 to only 1% percent last year. Employment in
manufacturing fell further in January of this year. bt
that decline was largely attributable to temporary
layoffs in the automobile industry and most of the
affectad workers have since been recalled.

As noted above. the rate of inflation was about the
same in 1989 as it had been in the preceding two ycars.
While the appreciation of the U.8. dollar through the
first half of the year helped o hold down the prices of
imported goods. the high level of resource utilization
conltinued to exert pressure on wages and prices. In that
regard. the moderation in the expansion of real activity
during 1989 was a necessary development in establish-
img an econcmic environment more conducive to
progress over time toward price siability,

The Household Sector

Household spending softened significantly in 1989,
with a marked weakening in the demand for motor
vehicles and housing. Real consumer spending on
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goods and services increased 2% percent over the four
quarters of 1989, 1'% percentage points less than in
1988. Growth in real disposable income slowed last
year, but continued to outstrip growth in spending,
and. as a result, the personal saving rate increased to
5% percent in the fourth quarter of 1989,

The slackening in consumer demand was concen-
trated in spending on goods. Real spending on durable
goods was about unchanged from the fourth quarter of
1988 10 the fourth quarter of 1989 —after jumping
8 percent in the prior year —chiefly reflecting a slump
in purchases of motor vehicles. Spending on nondura-
bie goods also decelerated, increasing only ¥ percent
in 1989 after 2 2 percent advance in 1988, The principal
support to consumer spending came from continued
large gains in owtlays for services. Spending on medi-
cal care moved up 7Y percent in real terms last year,
and now constitutes 11 percent of total consumption
expenditures — up from 8 percent in 1970. Outlays for
other services rose 3% percent. with sizable increases
in a nuriber of categories.

Sales of cars and light trucks fell % million units in
1989. to 14'% million. Most of the decline reflected
reduced sales of cars produced by U.S.-owned auto-
makers: a decline in sales of imported automobiles was
about offser by an increasc in saley of foreign name-
plates produced in U.S. plants. The slowing in motor
vehicle sales was most pronounced during the fourth
quarter of 1989, reflecting a “payback™ for sales that
had been advanced into the third quarter and a rela-
tively large increase n sticker prices on 1990-model
cars. Although part of this increase reflected the inclu-
sion of additional equipment —notably the addition of
passive restraint sysiems to many models — consumers
nevertheless reacted adversely to the overall increase
in prices. Beyond these influences, longer-run factors
appear 10 have been damping demand for autos and
light trucks during 1989; in particular, the robust pace
of sales earlier in the expansion scems te have satisfied
demand pent up during the recessionary period of the
early 1980s. The rebuilding of the motor vehicle stock
suggests that future sales are likely to depend more
heavily on replacement needs.

Residential investment fell in real terms through the
figst three quarters of 1989, and with only a slight
uplurn in the fourth quarter, expenditures decreased
6 percent on net over the year. Construction was
weighed down throughout 1989 by the overbuilding
that occurred in some locales earlier in the decade.
Vacancy rates were especially high for multifamily
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rental and condominium units. in the single-family
sector, affordability problems constrained demand.
dramatically so in those areas in which home priceshad
soared relative to household income.

Mortgage interest rates declinad more thana percent-
age point, on net, between the spring of 1989 and the
end of the year, helping 10 arrest the contraction in
housing activity: however, the responsg Lo the casing in
vates appears ‘0 have been mued somewham by a
reduction in the availability of construction credit.
likely reflecting. in part, the tighteming of regulatory
standards in the thrift industry and the closing of a
number of insolvent Institutions. Exceptionally cold
weather also hampered building late in the year, but a
sharp December drop in housing starts was lollowed
by a record jump in activity last month.

The Business Sector

Business fixed investment, adjusted for inflation,
increased only | percent at an annual rate during the
second half of 1989 after surging 7% percent during
the first half, Although competitive pressures foreed
many firmsto continue seeking efficiency gainsthrough
capital investment. the deceleration ir overall eco-
nomic growth made the need for capacity expansion
less urgent, and shrinking profits reduced the availabil-
ity of internal finance.

Spending on equipment moved ug briskly during the
first half of 1989, with particularly notable gains in
outlays for information processing equipment— com-
puters. photacopiers, telecomimunications devices. and
the like. However, equipment outlays were flat in the
second half of the year; growth in the informarion
processing category slowed sharply. and spending in
most other citegorics was either flat or down. Pur-
chases of motor vehicles dropped sharply in the fourth
quarter from the slevated levels of the second and third
quarters, There were a few exceplions to the general
pattern of weakness during the second half. Spending
on aircraft was greater in the second half of 1989 than
in the first half, and would have increased stil more
had it not been for the strike at Boemg. Outlays for
tractors and agricultural machinery moved up smartly;
spending on farm equipment has been buoyed by the
substantial improvements over the past several years in
the financial health of the agricultural sector, Over the
four quarters of 1989, total spending on equipment
increased 6 percent in real terms —about | percentage
point below the robust pace of 1988,

Business spending for new construction edged down
Y2 percent in real terms during 1989—the second
consecwtive yearly decline. Commercial construction,
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which includes office buildings, ways especially weak;
vacancy rates for office space remain at high levels in
many areas, lowering prospective returns on new
investment. Outlays for drilling and mining, which had
dropped 20 percent over the four quarters of 1988,
moved down further in the first guarter of 1989: later in
the year. drilling activity revived as crude oil prices
firmed. The industrial sector was the most notable
exception w the overall puttern of weakness: Real
outlays increased 11 percent in 1989, largely owing to
construction that had been planned in 1987 and 1988
when capacity in many basic industries tightened sub-
stantiaily and profitability was improving sharply.

As noted above, the slowdown in investment spend-
ing during the second half of last year likely was
exacerbated by the deterioration in corporate cash
flow, Before-tax operating peofits of noafinancial cor-
porations dropped 12 percent from the fourth quarter
of 1988 to the third quarter of 1989 (latest data
available); after-tax profits were off in about the same
proportion. Reflecting the increased pressures from
labor and muaterials costs—and a highly competitive
domestic amd international sovironmem — pre-tax do-
mestic profits of nonfinancial corporations as u share of
yross domestic product declined 1o an average level of
8 pervent during the first three quarters of 1989, the
lowest reading since [982. Atthe same time, taxos asa
sharc of pre-tax operating profits increased o an
esumated 44 percent in the first three quarters of 1989,
since 1985, this figurc hus retraced a bitmare than half
of its decline frorm 34 percent in 1980,

Noufarm business inventory investment averaged
$21 Gitlion in 1989, Although the average pace af
accuriulaiion last year was slower than in 1988, rhe
patiern across seCtors was somewhat upeven. Some
of the buildup in stocks ok place in industries—such
as aireraft - where orders and shippients have been
strong for some time now. But inventories in some
other sectors hecame uncomiortably heavy at times
and precipitated adjustments in orders and produc-
tion. The clearest arca of inventory imbalance at the
end of the year was at auto dealers, where stocks of
domestically preduced automobiles were at 1.7 mil-
lion units in December — almost three months™ supply
at the sluggish fourth-quarter sales pace. In responsc,
the domestic automakers implemented a new round of
sales incentives and cut sharply the planncd assembly
rate tor the first quarter of 1990, Elsewhere in the
retail sector, inventoties moved up substantialiy rela-
tive o sales ai general merchandise cutiets. Qverall,
however, maost sectors of the economy have adjusted
fairly promptly to the deceleration in sales, and
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appear 10 have succeeded in preventing serious over-
hangs from developing.

The Government Sector

Budgetary pressures continued to restrain the growth
of purchases al all levels of government. At the federal
level, purchases fell 3 percent in real terms over the
four quarters of 1989 lower defense purchases account-
ing for the bulk of the decline. Nondefense purchases
also declined in real terms from the fourth quarter of
1988 to the fourth quarter of 1989; increases in such
areas as the space program and drug interdiction were
more than offset by general budgetary restraint that
imposed real declines on most other discretionary
programs.

In terms of the unified budget, the federzal deficit in
fiscal year 1989 was $152 billion, slightly smaller than
in 1988, Growth in total federal outlays, which in-
cludes transfer payments and interest costs as well as
purchases of goods and scrvices, picked up a bit in
fiscal year 1989, Qutlays were boosted at the end of the
fiscal year by the initial $9 biliion of spending by the
Resolution Trust Corporation. On the revenue side of
the ledger, growth in federal receipts also increased in
fiscal 1989, The acceleration occurred in the individual
income tax calegory, but strong increases also were
recorded in corporate and social security tax puyments,

Purchases of goods and services at the state and local
level increased 24 percent in real terms over the four
quartets of 1989, down mote than a percentage point
from the average pacc of the preceding five years,
Nonetheless, there were some areas of growth. Spend-
ing for educational buildings increased, and employ-
ment in the state and local sector rose 350,000 over the
year, largely driven by a pickup in hiring by schools.
Despite the overall slowdown in the growth of pur-
chases, the budgetary position of the state and local
seqtor deteriorated furthev over the year, the annual-
ized deficit of operating and capital accounts, which
excludes social insurance funds, increased $6 billion
over the first three quarters of 1989 and appears to have
worsened further in the fourth quarter.

The Externai Sector

The U.S. external deficits improved somewhat in
1989, but not by as much as in 1988. On a balance-of-
payments basis, the deficit or merchandise trade fell
froman annual rate of $128 billion in the fourth quarter
of 1988 (and $127 billion for the vear as a whole) 10
$114 billion in the first quarter of 1989, Thereafter,
there was no further net improvement. The apprecia-
tion in the foreign exchange value of the dollar between
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early 1988 und mid-1989 appears to have played an
important role in inhibiting further progress on the
trade front. During the first three quarters of 1989, the
current account, excluding the influence of capital
gains and losses that are largely caused by currency
fluctuations, showed u deficit of $106 billion at an
annudl rate — somewhat below the 5124 billion deficin
in the comparable period of 1988,

Measured in terms of the other Group of Ten
currencies, the foreign exchange value of the U.S
doilar in December 198% was about 3 percent above 1ts
level in December 1988, but the dollar has moved
Tower thus far in 1990, In real terms, the net apprecia-
tion of the dollar during 1989 interms of the other G-10
currencies was about 3 percent, as consumer prices
rose somewhat faster here than abroad, ot average.
Over the year, the dollar moved lower on balance
against the currencies of Seuth Kerea, Singapore, and
cspecially Taiwan, From a longer perspective. the
modest uptrend on balance in the dollar over the past
two years marked a sharp departure from the substan-
tinl weakening seen during the 1985-1987 period.

The behavior of the dollar differed greatly between
the two halves of 1989. In the first haif, the doilar
appreciated {2 percent in terms of the other G-10
currencies, while depreciating against the currencies
of South Korea and Taiwan. The dollar Auctuated
during the surmer. and later in the year unwound most
of the prior appreciation, as U.5. interest rates eased
relative 1o rates abroad and in response to concerted
intervention in exchange markets in the weeks imme-
dimely after the September meeting of Group of Seven
cfficials and to events in Eastern Europe. In the second
halfefthe year. the dollar rose against the currencies of
South Korea and Taiwan while depreciating n terms of
the Singapore dollar. Over the course of 1989, the
dollar appreciated ncarly 16 percent against the Japa-
nese ven and 14 percent against the British pound, but it
depreciated slightly against the German mark, the
Canadian dollar, and most other major currencies.

On a GNP basis, merchandise exports increased
about 11 percent in real terms over the four quarters of
1989 —roughly 4 percentage points less than in 1988,
This deceleration took place despite continued strong
growth in economic activity in most foreign industrial
countries (with the exceptien of Canada and the United
Kingdom), and appears to have reflected, in large part,
the effect on U.S. competitiveness of the dollar’s
appreciation and more rapid U.S. inflation over 1988
and much of 1989, Exports were also depressed in the
fourth quarter of 1989 by a number of special faciors
including the Boeing strike. The volume of agricultural
exports increased about 11 percent in 1989 —abit faster
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even than the ccbust pace of 1988, The value of
agricultural exports rose much less, however, as agri-
cultural export prices reversed the drought-induced
increases of the previous year.

Merchandise imports excluding oil expanded about
7 percent in real terms during 1989, with much of the
rise accounted for by imports of computers, Imports of
oil increased 6 percent from the fourth quarter of 1988
to the fourth quarter of 1989, 10 a rate of 8.3 miilion
barrels perday. Atthe same time, the average price per
barrel increased almest 40 percent, and the nation's bill
for foreign oil jumped 43 percent.

The counterpart of the current account deficit of
%106 billion at an annual rate over the frst three
quarters of 1989 was a recorded net capital inflow of
about $60 billion at an annual rate and an unusvally
large statistical discrepancy, especially in the second
quarter. More than haif of the recorded net infiow of
capital reflected transactions in securities, as for-
eign private holdings of U.S. securities rose nearly
$50 billion (half of the increase being in holdings of
LU.8. Treasury securities). while U.5. holdings of
foreign securities increased a bit less than $20 billion.
Net direct investment accounted for another substan-
tial portion of the inflow; foreign dire¢t invesument
holdings in the U.S. rose more than 340 billion, and
.S holdings abroad rose only half as much. Over the
first three quarters of 1989, foreign official assets in the
United States increased almost $15 billion, but this
increase was more than offset by the increase in U.S.
official holdings of assets abroad, largely associated
with U.5. intervention operations to resist the dollar's
strength.

Labor Markets

Employment growth slowed in the second half of
1989; nonetheless, nonfarm payrolls increased nearly
2% million during the year. The bulk of this expansion
ogeurred in the service-producing sector, By contrast,
the manufacturing sector shed 100,000 jobs. These job
losses were more than accounted for by declines in the
durdble goods industries, and appeared 1o reflect the
siump in auto sales, the weakening in capital spending,
and the effects of a stronger dollar on exports and
imports.

Despite the slowdown in new job creation, the
overall balance of supply and demand in the labor
market remained steady over the year. The civilian
unemployment rate, which had declined about Y pet-
centage point over the twelve months of 1988, finished
1989 at 5.3 percent—unchanged from twelve months
earlier. Moreover, there was no increase in the number
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of “discauraged” watkers—thase who say they would
re-enter the labor force if they thought they could find a
job. Nor was there any net increase in workers who
accepted part-time employment when they would have
preferred full-time. The proportion of the civilian
pepulation with jobs reached an historic high.

Reflecting the tughtness of labor markets and the
persistence of inflation expeciations in the 4 to 5 per-
cent range, according to surveys, the employment cost
index for wages and salaries in nonfarm privute indus-
try increased 4% percent over the 12 months of 1989 —
about the same as in 1988, Benefit costs continved to
rise more rapidly than wages and salaries last year,
with health insurance costs remaining a mzjor factor;
nonetheless. the rate of growth in overall benefit costs
slowed in 1989, in part because of a smaller increase ia
social security taxes than in 1988, Totzl compensa-
tion—including both wages and salaries and benefits —
rose 4% percent during 1989. Compensation growthin
the service-producing sector —at 5 percent ~continued
w0 ouwtpace the gain in the goods-producing secter by
about % perceniage point.

A slowdown in the growth of productivity often
accompanies a softening in the general cconomy. and
productivity gains were lackluster in 1989, Output per
hour in the private nonfarm business sector increased
only % percent over the four guarters of the year—
1 percentage point below the rate of increase in 1988,
In the manufacturing sector, productivity gains during
the first half of 1989 kept pace with the 1988 average of
3 percent: in the second half, however, productivity
growth slowed to an annual ratc of 2'% percent.
Reflecting both the persistent growth in hourly com-
pensation and the disappoiming developments in pre-
ductivity, unit labor costs in private nonfarm industry
rose 5 percent over the four quarters of 1989 —the
largest increase since 1982,

Price Developments

Inflation in consumer prices remained in the neigh-
borhood of 4% percent for the third year in & row, as
the level of economic activity was strong and continued
to exert pressures on available resources. During the
first half of the year, overall inflation was boasted by a
sharp runup in energy prices and a carry-over from
1988 of drought-related increases in food prices. How-
ever, inflation in food prices slowed during the second
half, and energy prices retraced about a third of the
earlier run-up. Prices for imported goods excluding oil
were little changed over 1989, on net, and acted as a
moederating influence on consumer price inflation.
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Food prices increased 5 percent at the retail level,
slightly more than in 1988 when a number of crops
were severely damaged by drought. Continued supply
problems in some agricultural markets in 1989 — nota-
bly a poor wheat crop and a shortfall in dairy produe-
tion—likely prevented a deceleration from the drought-
induced rate of increase in 1988. At the sume time,
increases in demand, including sharp increases in
exports of some commodities, also appear 1w have
played a role. Stiil anether impetus to inflation in the
food area last year evidently cume from the continuing
rise in processing and marketing costs.

Consumer energy prices surged 17 percent at an
annual rate during the first six months of 1989, before
dropping back 6 percent in the second half. During the
firsi halt of the vear, retail energy prices were drivenup
by increases in the cost of crude oil. The increase in
gasoline prices at mid-year was exaggeraled by the
introduction of tighter standards governing the compo-
sution of gasoline during summer months. Gasoline
prives eased considerably in the second half, reflecting
a dip in crude oil prices and the expiration of the
summer-time standards. Taking the twelve months off
1989 as a whole, the increase in retail energy prices
came to a bit inore than 3 percent, Heating oil prices
Jjumped sharply at the turn of the year, reflecting a surge
in demand cuused by December's ynusually cold
weather. The spike in heating fuel prices largely re-
versed itself in spot markets during Janvary of this
year. but crude oil prices remained ar high levels.

Consumer price increases for items other than food
and energy remained at about 4% percent in 1989.
Developments in this category Jikely would have been
less favorable had the dollar not been appreciating in
foreign exchange markets through the first half of
1989. The prices of consumer commoditics excluding
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food and energy decelerated sharply. and this slow-
down was particularly marked for some categories
where import penetration is high. including apparel
and recreational equipment. Given the dollar's more
recent depreciation, however, the moderating effect of
importt prices on overzll inflation may be diminishing.
Indeed, prices for imported goods excluding oil rned
up in the fourth quarter of 1989, after declining earlier
in the year. In contrast to goods prices, the prices of
nonenergy services —which make up half of the overall
consumer price index—increased 5% percent in 1989,
‘4 percentage point more than in 1988. The pickup in
this category was led by rents, medical services. and
entertainment services.

At the producer level, prices of finished goods
increased 7% percent at an annual rate during the first
half—almost twice the pace of 1988 — before slowing
to a 212 percent annual rate of increase over the second
half. Inlarge part, developments in this sector reflected
the same sharp swings in energy prices that affected
consumer prices. At earlier stages of processing, the
index for intermediate materials excluding food and
energy decelerated sharply during the first half of the
vear. and then edged down in the second half. For the
vear as a whole, this index registered a net increase of
only | percent, compared with more than 7 percent in
1988. The sharp deceleration in this category appears
to have reflected a relaxation of earlier pressures on
capacity in the primary processing industries, and the
influence of the nsing dollar through the first half of
last year. Also consistent with the weakening in the
manufacturing sector and the strength of the dollar, the
index for crude nonfood materials excluding energy
declined 33 percent over the year, and spot prices for
industrial metals moved sharply lower during the year,
owing in part 10 large declines for steel scrap. copper,
and albminum.
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Section 3: Monetary and Financial Developments During 1989

In 1989, the Federal Reserve continued to pursue a
policy aimed at containing and ultimately eliminating
inflation while providing suppert for continued eco-
nomic expansion. In implementing that policy, the
Federal Open Market Committee maintained a flexible
approach to monetary targeting, with policy respond-
ing 10 emerging conditions in the economy and finan-
cial markets, as well as to the growth of the monetary
aggregates relative to their established target ranges.
This flexibility has been necessitated by the substantial
variability in the short-run relationship between the
monetary aggregates and economic performance; how-
ever, when viewed over a longer perspective, those
aggregates are still useful in conveying information
about price developments.

As the year began, monetary peolicy was fellowing
through on a set of measured steps begun a year earlier
to check inflationary pressures. By then, however,
evidence of a slackening in aggregate demand, along
with sluggish growth of the monetary aggregates,
suggested that the year-long rise in short-term interest
rates was noticeably restraining the potential for more
inflation. But, after a % percentage point increase in
the discount rate at the end of February, the Federal
Reserve took ne further policy action until June. Over
the palance of 1989, the Federal Reserve moved
toward an easing of money market conditions, as
indications mounted of slack in demand and lessened
inflation pressures, The easing in reserve availabil-
ity induced declines in short-term interest rates of
1'% percentage points; money growth strengthened
appreciably, and M2 was near the middle of its \arget
range by the end of 1989, The level of M3, on the other
hand, remained around the lower bound of its range,
with its weakness mostly reflecting the shifting pattern
of financial intermediation as the thrift industry 18-
trenched. The growth of nonfinancial debt was trimmed
to 8 percent in 1989, about in line with the slowing in
the growth of nominal GNP, and ended the year at the
midpoint of its monitoring range.

Implementation of Monetary Policy

In the opening months of the year, the Federal Open
Market Committee extended the move toward restraint
that had begun almost a year earlier, seeking to counter
a disquieting intensification of inflationary pressures.
Policy actions in January and February, restraining
reserve availability and raising the discount rate,
prompied a further % percentage point increase in
short-term market interest rates. Longer-term rates,

however, moved up only moderately; the tightening
apparently had been widely anticipated and was viewed
as helping to avoid an escalation in underlying infla-
tion. Real short-term interest rates—nominal rates
adjusted for expected price inflation—likely moved
higher, though remaining below peak levels earlier in
the expansion; these gains contributed to a strengthen-
ing of the foreign exchange value of the dollar over this
period, while the growth of the monetary aggregates
slowed as the atditional policy restraint reinforced the
effects of actions in 1988,

As evidence on prospective trends in inflation and
spending became more mixed in the second quarter,
the Committee refrained from further tightening and in
June began to ease pressures on reserve markets. As
the information on the real economy, along with the
continued rise in the dollar, suggested that the outlook
for inflation was improving, most long-term nominal
interest rates fell as much as a percentage point from
their March peaks; the yield on the bellwether thirty-
year Treasury bond moved down to about 8 percent by
the end of June, The decline in interest rates out-
stripped the reduction in most measures of investors'
infiation expectations, so that estimated real interest
rates fell from their levels of earlier in the year. These
declines in nominal and real interest rates, however,
were not accompanied by declines in the foreign
exchange value of the dollar. Rather, because of better-
than-gxpected trade reports and political turmoil
abroad, the dollar strengthened further.

In July, when the FOMC met for its semiannual
review of the growth ranges for money and credit, M2
and M3 lay at or a bit below the lower bounds of their
target cones. This weakness, reinforcing the signals
from prices and activity, conributed 1o the Commit-
tee's decision to take additional easing action in reserve
markets. The Committee reaffirmed the existing an-
nual target ranges for the monetary and debt apgregates
and tentalively retained those ranges for the next year,
since they were likely to encompass money growth that
waould foster further economic expansion and modera-
tion of price pressures in 1990,

Late inthe sumener, longer-term interest rates turned
higher, as several economic data releases sugpested
reinvigorated inflationary pressures. With growth in
the monetary aggregates rebounding, the Committee
kept reserve conditions about unchanged until the
direction of the economy and prices clarified,

Beginning in October, amid indications of added
risks of a weakening in the economic expansion, the
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FOMC reduced pressures on reserve markets in three
scparate steps, which nudged the federal funds
rate down to around 8% percent by year-end, about
1% percentage points below its level when incremental
tightening ceased in February. Over those ten months,
other short- and long-term nominal interest rates fell
about | 1o 1'4 percentage points; and most major stock
price indexes reached record highs at the trn of the
year, more than recovering the losses that occurred on
October 13. Reflecting some reduction in inflation
anticipations over the same period, estimated short-
and long-term real interest rates fell somewhat less
than nominal rates, dropping probably about 2 to
% percentage point. Stili, most measures of short- and
long-term real interest rates remained well above their
trough levels of 1986 and 1987 —levels that had pre-
ceded rapid growth in the economy and a buildup of
inflationary pressures,

Over the last three months of the year and into
Januwary 1990, the foreign exchange value of the dollar
declined substantially from its high, whichwas reached
around midyear and largely sustained through Septem-
ber. The dollar fell amid concerted intervention under-
taken by the G-7 countries in the weeks immediately
after a meening of the finance ministers and ventra)
buank governers of these countries in September. The
dollar continued 1o decline in response w the easing of
shorl-lerm interest rates on dollar assets and increases
in rates in Japan and Germany. The German currency
rate rose particularly sharply as developmenrs in East-
ern Europe were viewed as favorable for the West
German econoniy, atiracting global capital flows. Ris-
ing interest rates in Germany likely contributed o an
increuse in bund yields fn the Umited States early in
1960, even as U5 short-term rates remained essen-
tially unchanged. More impartant, however. for the
rise in nominal, and likely real, long-term rates in the
United States were incoming data pointing away from
recession in the economy and from any abatement in
price pressures. especially as oil prices moved sharply
higher.

Behavior of Money and Credit

Growth in M2 was uneven over 1989, with marked
weakness in the first part of the vear giving way (o
robust growth thereafter. On balance over the year, M2
expanded 4'4 percent, down from 5% percent growth
in 1988, placing it about a1 the midpoint of its 1989
target range of 3 to 7 percent. The slower rate of
increase in M2 reflected some raoderation in nominal
income growth as well as the pattern of interest rates
and assaciated opportunity costs of holding money,

with the effects of increasesin 1988 and 1989 outweigh-
ing the later, smaller, drop in rates.

M2 has grown relatively slowly over the past three
vears, as the Federal Reserve has sought te ensure
progress over time toward price stability. There ap-
pears to be a fairly reliable long-term link between M2
and future changes in inflation. One method of speci-
fving that link is to estimate the equiliprium level of
prices implied by the current level of M2, assuming
that real GNP is at its potential and velocity is at its
long-run average, and compare that 1o actual prices.
The historical record suggests that inflation tends to
rise when actual prices are below the equilibrium level
and to moderate when equilibrium prices are below
actual. At the end of 1986, the equilibrium level of
prices was well above the actial level, reinforcing the
view that the risks weighed on the side of an increase in
inflation: at the end of 1989, that equilibrium price had
moved inte approximate equality with the actual price
level, indicating that basic inflation pressures had
steadied.

In 1989, compositional shifts within M2 reflected
the pattern of interest rates, the unexpecied volume of
tax payments in the spring, and the flow of funds out of
thrift deposits and into other instruments. Early in the
vear, rising market interest rates buoyed the growth of
small-denomination time deposits at the expense of
more liquid deposits, as rates on the latter accounis
adjusted only sluggishly t the upward market move-
ments. The unexpectedly large tax payments in April
and May contributed o the weakness in liguid instru-
ments, as those balances also were drawn down to meet
tax obligations. As market interest rates fell, the
relative rvate advantage veversed in favor of lLiguid
instruments and the growth in liquid deposits re-
bounded, boosted as well by the replenishment of
aecounts drained by tax payments.

The M1 component of M2 was especially affected by
the swings 0 interest rates and opportunity costs last
vear, and in addition was buffeted by the effects of
outsized lax payments in Apol. After its 44 percent
rise in 1988, M| grew only '2 percent in 1989, with
much of 1he weakness in this transactions aggregate
occurring early in the year, By May, M1 had declined
at about a 2% percent annual rate from its tourth-
quarter 1988 Jevel, reflecting a lagged response to
earlier increases in short-term interest rates and an
extraordinary bulge in net individual tax remittances 10
the Treasury. From May to December, M1 rebounded
ata 4 percent rate as the cumulating effects of falling
interest rates and post-tax-payment rebuilding boosted
demands for this aggregate. M! velocity continued the
upward trend that resumed in 1987, increasing in the
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M2 and M3: Target Ranges and Actual Growth
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Inflation Indicator Based on M2
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The current price Tevel (P, the solid line) is the implicit GNP deflator, which is set to 100
in 1982,

The long-run equilibrium price level given current M2 (P*, the dashed line) is calculated
as P* = (M2 - V*¥Q*, where V* is an estimate of the long-run value of the GNP velocity of
M2—the mean of V2 from 1955:1 to 1988:1—and Q* is a Federal Reserve Board staff
measure of potential real GNP.

The vertical lines mark the quarters when the difference between the currant price leve:
(P) and the long-run equilibrium price level (P*) switches sign, and thus when inflation, with
a lag, tends to begin acceierating or decelerating.

For more detalls, see Jeffrey J. Hallman, Richard D. Pcrter, and David H. Smali, M2 per
Unit of Potential GNP as an Anchor for the Price Leve!, Staff Studies 157 (Board of Gover-
nors of the Federal Reserve System. 1989}
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first three quarters before turning down in the fourth
quarter of 1989,

The shift of depasits from thrift institutions to com-
mercial banks and money fund shares owed, in part, to
regulatory pressures that brought dewn rates paid by
some cxcessively aggressive thrfts. Beginning in
August, the newly-created Resolution Trust Corpora-
tion (RTC) targeted some of its funds to pay down
high-cost deposits at intervenced thrifts and began a
program of closing insolvent thrifts and selling their
deposits to other instirgtions — for the most part, banks.
Onbalance, the weak growth of retail deposits at thrifts
appears to have been about offset by the shifl into
commercial banks and money market mutual funds,
leaving M2 little affected overall by the reslignment of
the thrift industry.

M3 was largely driven, as usual, by the funding
needs of banks and thrifts; under the special circum-
stanves of the restructuring of the thrift industry, it was
a less rchable barometer of monetary policy pressures
than is normually the case. After expanding 6% percent
in 1988, M3 hugged the lower bound of its 312 10
714 percent target cone in 1989, closing the year about
3% percent above its fourth quarter-1988 base. In
1989, bank credit growth about matched the previous
year's 7% percent increase, but credit at thrift instin-
tons is estimated 1o have contracted a bir on bulance
over the year. in contrast to its 64 percent growth in
1988, This weakness in thrift credit directly owed o
asset shrinkage at SATF-insured savings and loan insti-
wriens: credit unions arsd mutual savings banks ex-
panded their balance sheets in 1989, In addition. funds
paid out by the RTC te thrift institutions and to banks
acquiring thrift deposits directly substituted for other
sources of funds. As a result, thrifts lessened their
reliance on managed liabilitics, as evidenced by the
143 percent decline over the year in the sum of large
time deposits and RPs at thrifts. Institution-only money
market mutual funds were bolstered by a relative yield
advantage, as fund returns jagged behind declining
market interest rates in the secend half of the year;
these funds provided the major source of growth for the
non-M2 component of M3. On balance, the effcets of
the thrift restricturing dominated the movements in
M3, and the rebound in M2 in the second half of the
year did not show through to this broader aggregaie.
As a consequence, the velocity of M3 increased 3
percent in 1989, 14 percentage points faster than the
growth in M2 velocity, and its largest annual increase
in twenty years.

Many of the assets shed by thrifts were mortgages
and mortgage-backed securities. but this appears to
have had little sustained effect on home mortgage cost
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and availability. The spread between the rate un pri-
mary fixed-rate mortgages and the rate on en-year
Treasury notes rose somewhat early in the year, but
thereafter remained relatively stable. The share of
mortgages held in securitized form again climbed in
1989, facilitating the tapping of a base of investors,
Diversified lenders, acting in part through other inter-
mediaries, such as federally-sponsered agencies,
mostly filled the gap left by the thrifts. However, some
shrinkage of credit available for acquisition, develop-
ment, and constructicn appeared to follow from
FIRREA-imposed limits on loans by thrifts to single
barrewers, theugh the reduction in funds available for
these purposes probably also refiected problems in
some residential Teal estate markets.

Aggregate debt of the domestic nonfinancial sectors
grew al 4 fairly steady pace over 1989, averaging
8 percent, which placed it ncar the midpeint of its
menitoring range of 62 to 102 percent. Although the
annual growth of debt slowed in 1989, as it had dur-
ing the preceding two years, it still exceeded the
612 percent growth of nomingl GNP, Federal sector
debt grew 7% percent, about s percentage point below
the 1988 increasc — and the lowest rate of expansion in
a decade—as the deficit leveled off. Debt growth
outside the federal sector ecased by more to average
{4 pereent, mostly because of a decline in the growth
ofhousehol debt, Mortgage credit slowed in line with
the reduced pace of housing activity, and consumer
credit growth, though volatile from month (o month,
wrended down throvgh much of the vear. The growth of
nonfinancial business debt slipped further below the
cxiremely rapid rates of the mid-1980s. Corporate
restructuring continued te be a major factor buoying
business borrowing, aithough such activity showed
distinct signs of slowing Jate in the year as lenders
became more cautious and the use of debt w require
equity ebbed.

The second half of 1989 was marked by the troubhing
deterioration in indicators of financial stress among
certain classes of borrowers, with implications for the
profitability of lenders. including commercial banks.
In the third quarter, several measures of loan delin-
queney rates either rose sharply or continued on an
uptrend. Delinquency rates on closed-end consumer
louns at commercial banks and auto Joans at “captive™
aute finance companies were close to historically high
levels. At commercial banks as a whole in 1989, both
delinquency and charge-off rutes for real estate loans
werc little changed from the previous year. Still,
problem real estate loans continued 1o be a drag on the
profitability of banks in Texas, Oklahoma, and Louisi-
ana; in the second half, such loans emerged as a serious
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problem for banks in New England. On the other hand,
smailer, agriculturally oriented banks continued to
recover from the distressed conditions of the mid-
1980s. Since 1987, agriculiural banks have charged off
loans at well below the national rate, and their nonper-
forming assets represented a smalier portion of their
Toans than that for the country as a whole.

The upswing in the profitability of insured commer-
cial banks that began in 1988 only extended through the
first half of 1989. A slowing in the buildup of loan-loss
provisions, along with improvements in interesl-ratc
margins, contributed to these gaing, with the money

center banks showing the sharpest turnaround. Infor-
maticn for the second half of 1989, although still
incomplete, clearly points to an erosion of these prefit
gains, in part, because of problems in the guality of
loans. Several money center banks sharply boosted
their loss provisions on loans to developing countries.
while evidence of rising delinquency rates on real
estate and consumer ioans suggested more widespread
weakening. Despite these developments, the spread of
rates on bank liabilities, cenificates of deposit and
Eurodollar deposits, over comparable Treasury bill
rates narrowed early in 1990,
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Growth of Money and Debt (Percent Change}

Debt of
domestic
nonfinancial
M1 M2 M3 sectors
Fourth quarter to fourth quarter
1980 7.4 8.9 9.5 9.5
1981 5.4(2.5)" 9.3 12.3 10.2
1982 8.8 9.1 9.9 9.1
1983 10.4 12.2 9.3 1141
1984 5.4 7.8 106 14.2
1985 12.0 8.9 7.8 13.1
1986 15.5 2.3 9.1 13.2
1987 6.3 4.3 5.8 99
1988 4.3 52 6.3 9.2
1989 0.6 4.6 33 8.1
Quarterly growth rates
(annual rates)
1989 (o)} -0.1 23 39 8.4
Q2 -4.4 1.6 3.3 7.8
Q3 1.8 6.9 3.9 7.2
Q4 51 71 2.0 8.0

*Figure in parentheses is adjusted for shifts lo NOW accounts in 1981,
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Velocity of Money and Debt
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The CHalkMAN. Thank you, Mr. Chairman.

Before we go to the question period, we've had two other mem-
bers arrive, and I want to ask them for any opening comment they
want to make.

Senator Sanford.

Senator SANFORD, Thank you very much.

I'll be just a minute or two, if I may put my statement in the
record.

Thank you, Chairman Greenspan, for your comments and your
leadership. I appreciate you being here.

I was fascinated, as were a great many other people, when the
once mighty Drexel, Burnham collapsed before our very eyes this
week, bringing back to our aitention the many abuses that had
been brought about by the leverage buyout and hostile takeover
mania and the junk bond phenomenon. Now a great many people
are saying that this era is over, but the abuses that permitted it
are not over, and I think we need to consider the debt and the im-
plications of the debt on our competitiveness. I'll come back to that
in the question period.

Today Jim Sasser and 1 are introducing legislation to address
some of these LBO and hostile takeover abuses, including the over-
leveraging and the trend toward shorter and shorter term invest-
ment strategies to see if we can create incentive for longer-range
outlooks.

I'm also concerned not only by the great corporate debt that has
accumulated, but by our national debt and what it has to do with
the interest rates, and I'll come back to that as well.

I'm bothered by the fact that under the President’s budget pro-
posal, as 1 understand it, we will continue and possibly exceed $4
trillion in national debt before we seriously consider steps to
reduce that debt or examine its affect on American financing.

All of these concerns are highlighted by recent projections of
what the cost would be and what the impact would be if we experi-
enced a recession of the likes of the mid-1970’s and the few cush-
ions we would have to protect ourselves.

So these issues primarily of debt and the implications of debt,
both corporate and national, I think are matters of serious concern
for this committee.

Thank you, and I would like to submit the balance of my state-
ment for the record.

OPENING STATEMENT OF SENATOR SANFORD

Senator SANFORD. Thank you, Mr. Chairman, and I too would
like to welcome Chairman Greenspan back before this committee
for his semiannual report on monetary policy.

The last few weeks have certainly proved to be interesting ones
in the economic life of this country. I know all of us watched with
considerable concern and interest as the once-mighty Drexel, Burn-
ham collapsed before our very eyes. Its fall raises a host of issues
about the capital position of our investment banks and their
broker-dealers, and the relationships between our banks, the Feder-
al Reserve and the SEC in situations in which any major market
player is in jeopardy. While I commend the Federal Reserve for its
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efforts in monitoring the situation to ensure that the problems at
Drexel did not spill over to other parts of the market, I remain con-
cerned about the implications for the junk bond market, the over-
all capitalization of cur firms, and in general amount of leverage
held by many of our corporations.

Indeed, while many have said that the fall of Drexel marks the
end of the debt-driven takeover and leveraged buyout era, I remain
troubled that many of the abuses that we have witnessed during
this “decade of debt” have not been taken care of, and the drive to
come up with new techniques for more deals or to pick up the
pieces of some of the deals that have gone sour remains strong. In
order to ensure that we don’t go through this cycle again and that
whatever is done to restructure the bad deals of this decade are
done in a way that ensures proper disclosure and proper financing,
I am today, along with my colleague, Jim Sasser, introducing legis-
lation to address some of these abuses, including overleveraging
and the trend toward shorter and shorter term investment strate-
gies,

In recent days we have also witnessed significant drops in the
Tokyo stock market, with accompanying increases in interest rates.
The high rates in Japan and Germany and their implications for
our market only serve to point out how interdependent our mar-
kets have become and how difficult your job is, Chairman Green-
span, when it involves movements in markets other than our own.

This week has also been a week when we have seen the single
largest increase in the Consumer Price Index since June 1982. [ am
concerned that all of these developments portend a rougher cycle
for our economy than one might glean from looking at the assump-
tions in the President’s budget. I worry over the dilemma you face,
Chairman Greenspan, in trying to combat the inflationary pres-
sures that would seem to be indicated by the large increase in the
CP], with the desire of the administration for lower interest rates.

I look forward to your testimony and I thank you, Mr. Chairman.

The CHaIRMAN. Thank you, Senator Sanford.

Senator Kerry.

Senator KErrY. Thank you, Mr. Chairman. I have a statement
which I would like to make a part of the record.

The CHAIRMAN. By all means.

Senator Kerry. I would simply like to, and maybe T'll reserve
this for my questions in greater length, but I know, Mr. Chairman,
you don’t particularly want to focus on one region over another
and you try to avoid regional discussions.

All economics in many ways is local to many of us and, as I
know you know, New England is undergoing some serious difficul-
ties now which measured against the rest of the Nation don’t put it
into a disaster category, but which measured against its prior per-
formance over the last decade is a very, very significant change.

We are constrained because of the budget deficit in our ability to
be able to react in some of the normal ways that one might react
through either tax expenditure or various creative programs here
in Washington. So perhaps we look to the Fed as our single-most
important resource for ligquidity and loosening of credit and the
ability to be able to respond quickly.
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I want to ask you a couple of things about that in the comments,
but I believe that everyone is skirting the realities of the problem
that Senator Sanford just alluded to and that we are terrific at
making speeches about, but not very good at really doing some-
thing about them. That's the budget crisis that you referred to in
your own comments.

Though 1 fear that the Fed itself has perhaps not leveraged its
prestige and power in a way that it might to help force people to
confront the realities of some of the choices we have right now, and
I'm sure that in the course of our comments and discussion here
this morning some of that will be drawn out further, and I would
like to in my own questions.

But let me, Mr. Chairman, ask if I could make my formal com-
ments part of the record.

The CHAIRMAN. By all means.

OPENING STATEMENT OF SENATOR KERRY

Senator KErry. Massachusetts, and New England, is experienc-
ing a serious economic slowdown. Unemployment is inching up, in-
comes are constant or falling, homeowners are seeing their equity
disappear, businesses are finding it more and more difficult to get
credit, and sectors like construction are in a recession. Business
leaders, workers, Government officials, consumers are concerned,
disappointed and frustrated.

Of course, most economists who have looked carefully at the New
England economy are much more optitnistic about the future than
the average citizen. The consensus is for a slowdown in 1990 and
1991 with unemployment rising to near the national average and
income dropping from 126 percent of the national average to 124
percent. Not good news, not the right direction, but not a disaster
either.

Nothing would be more welcome to the Massachusetts economy
than a reduction in interest rates, a loosening up of credit. And, I
urge you to consider this objective, as you make the tough balanc-
ing decisions between growth and stability. We need your help to
get Massachusetts and the northeast growing again. In fact, the
Fed is our only real hope for help out of Washington.

Recently we have seen interest rates move, from my perspective,
in the wrong direction, away from growth, Thirty-year treasury
bonds have risen almost a full percentage point recently to 8.7 per-
cent, compared to their 7.9 percent December average. I under-
stand that inflation fears and the Federal budget deficit contribute
to increased interest rates and to historically high “real” interest
rates. Obviously, these factors place serious constraints on the Feds
willingness to undertake a more stimulative monetary policy.

But Mr. Chairman, New England’s hope is in the Fed because,
while the budget deficit constrains the Fed's freedom, it completely
eliminates the use of traditional tax and targetted spending poli-
cies to assist sectors and regions suffering economic difficulties in
most cases.

It is ironic to be pointing this out during hearings required by
the Humphrey Hawkins hill. Recognizing that monetary policy was
a blunt instrument, it authorized micro economic interventions to
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mitigate specific sectoral or regional economic problems. Ten years
later, as a result of hundred billion dollar deficits we find ourselves
unable to take steps such as countercyclical revenue sharing, job
training, public works and other targetted anti-recession measures.

In short, the deficit is paralyzing our Government’s ability to re-
spond to regions in need.

Mr. Chairman, our failure to get our budgetary house in order is
putting our people in serious jeopardy—and yet we fiddle. And it is
not only Massachusetts or New England that is at risk. The same
forces that make Washington part of the problem rather than part
of the solution to our region’s problems, will undercut our nation’s
ability to bounce back from the recession that we all hope, but
none of us know, will not materialize.

So why don’t we come to grips with the deficit? Why don’t we
really do what we thought we were doing when we passed Gramm-
Rudman-Hollings? I'll tell you why. Because the President does not
want to be the bearer of bad news, let alone be the source of action
that, while prudent, may hurt a bit. And, Congress is unwilling to
take the necessary action, unable to do so really, without the full
cooperation and engagement of the President. The President alone
can lead on this matter and for 10 years we have not had a Presi-
dent who would do so.

So we don’t tell each family how much of their tax dollar each
year just goes to pay interest on the debt. And we don’t tell each
family how much more in interest they are paying on everything
they buy on credit, because of the deficit so we don’t tell each
family what job and income opportunities they missed because the
deficit sopped up money that otherwise would have been used for
investment. So we don’t tell each family the whole truth about ail
the ways this deficit robs them of their future and America of its
place in the world.

Mr. Chairman, Congress and the President have been masquer-
ading as budgetary Houdinis. We placed the loaded pistol of
Gramm-Rudman-Hollings to our head and pulled the trigger, but
with floors that drop-out, smoke and mirrors, the bullet is missed.
Having learned that trick we have honed that slight of hand to a
science.

Well we in Massachusetts and New England are now a bit more
aware of the price of budgetary trickery, no matter how cleverly it
is done, and we are paying yet another price for it. I pray that Mr.
Greenspan’s crystal ball gazers are correct and that we have time
to show our guts, deal with the deficit before the next recession
hits. And I urge Mr. Greenspan to use his personal and institution-
al prestige to put more pressure of Congress and the President to
come to grips with the budget deficit.

The CHatrmaN. Chairman Greenspan, let me say that I apprect-
ate the statement that you've given us today and particularly the
fact that you've addressed directly some of the items that I had
asked that you respond to.

I must say I marvel at your ability of language. Yesterday we
had President Havel speaking to us in the Joint Session, and it was
really a magnificent occasion. While the exact use of words isn't
precisely the same, your ability to weave through these complicat-
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ed subjects is really I think quick extraordinary, and I say that as
a compliment. .

I realize that in almost everything you say, there is the potential
for it being exaggerated beyond what you might intend. That's the
world in which we live.

Mr. GREENSPAN. I've noticed. [Laughter.]

The CHAIRMAN. So have we.

1 want to take you back, however, to page 6 of your statement, if
you could just go back there for a minute. As 1 was following you
through the statement in that first paragraph which carries over
from page 5, I noticed that you omitted speaking a line that reads
as follows: “Although the CPI for January, as expected, showed a
sizable jump in energy and food prices in the wake of December’s
cold snap, a reversal is apparently underway.”

I'm interested in the inflation outlook. Obviously it's a difficult
thing to judge, but can you shed some light on this? Did you not
mention that for a reason, or has your thinking changed?

Mr. GrReEENSPAN. No. The only reason I didn’t mention it is I was
trying to shorten my statement. The statement stands as an accu-
rate reflection of the view I hold.

The CaHaiRMAN. Well, on that point, the consumer price numbers
for January were reported in the morning papers. Even if you take
out the effect of the cold wave the effects on energy costs and food
costs it looks as if the underlying inflation rate would still be run-
ning, on the basis of that month’s data, at about a 7 percent
annual rate.

I think that’s higher than you're now projecting. You may take
issue with that as any kind of a basis for a forecast, but it's inter-
esting. Everyone is entitled to an opinion, and everyone seems to
have one, but your former colleague, Andrew Brimmer, is quoted
this morning as saying that, in his view at least, the underlying in-
flation pressures are still substantial and that he would be con-
cerned about that,

I’gn wondering if this fresh information is a cause for concern or
not?

Mr. GrEENsPAN. I think not, Mr. Chairman. We have looked at
those data in some detail, and clearly the .6 percent increase, so-
called ex-food, ex-energy, was higher than any of us would have
forecast, and when one looks at it, there are a couple of things
which did surprise us as somewhat different from what we would
have forecast.

When looking at the issue of inflation, one should try not to be
involved so much with an individual month or an individual series.
For example, one of the things that we do at the Federal Reserve is
try to build up the cost structure underlying our price indexes, not
by adding up the individual price changes themselves, but by
trying to disaggregate the price structure in terms of labor costs,
imported materials, energy costs, capital costs, and in a sense, to
look at the level of prices as the sum of a number of different com-
ponents in order to give us a different view as to whether the un-
derlying rate is accelerating, decelerating, or doing something
which is other than is shown in the direct price statistics.

And as best we could judge at this particular stage, while the
rate of inflation is higher than we would like, and I've said that
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innumerable times, there is no evidence of which I am aware that
it is accelerating. In fact, we have every reason to hope, if not be-
lieve, that it may work its way in the other direction.

So while I didn’t like the statistic that was published, I must say
to you it did not give me any great concern.

The CHAIRMAN. So your best estimate now, the Fed’s estimate for
the inflation rate for this year, 1990, is expected to be what?

Mr. GREENSPAN. Well, the members of the Federal Open Market
Committee, whom we polled, came up with 4 to 4% percent in the
Consumer Price Index. We, as an organization, don’t actually fore-
cast. The only forecasts that we have are a polling of the FOMC,
and while I grant you it’s very difficult to differentiate the FOMC
from the Federal Reserve System as a whole, it’s not a formal sta-
tistical, elaborate macroeconomic forecast. It is an averaging of the
impressions or forecasts of individual members, and it's really the
view of what they think is likely to materialize. Four to 4% per-
cent is a number which T personally find no particular quarrel
with.

The CHAIRMAN. You find no particular quarrel with, again this
gort of gets into the use of words and nuances and avoiding exag-
gerated reactions to nuances or of words. I take it then that your
own view is that we're looking at something in the 4 to 4'% percent
range as nearly as one can tell today; is that a fair summary?

Mr. GREENsPAN. Yes, sir.

The CHairMAN. We're going to try to stay with the clock today
because 1 know we all have things we want to cover and I very
much want to get to some other subjects.

Senator Heinz.

Senator HEinz. Thank you, Mr. Chairman.

Chairman Greenspan, Senator D’Amato used the term soft land-
ing and he complimented you on appearing to have achieved it.
Staying in the air for any length of time in this country depends on
having an adequate supply, not an excessive supply, but an ade-
quate supply of debt.

The Fed has for good reason pursued a policy of trying to curtail
the excessive creation and use of debt, but if the events in Eastern
Europe cause Japan and Europe generally to invest in the EC, and
if West Germany makes massive capital investments in Eastern
Europe, particularly in East Germany, and thereby press on the
availability of capital causing interest rates to rise, is it possible
that the soft landing that we're attempting to navigate could run
out of fuel and there could be a sudden and unexpected accident?
I'm not saying is it probable.

Mr. GreENsPAN. Oh, it’s certainly possible. The difficulty with a
number of the discussions that we invariably have in committee
hearings or elsewhere is that it is very difficult to convey probabil-
ities. I find, for example, that when one makes a judgment about
what is going to happen and what is probable and what is improb-
able, we're dealing with very fragile pieces of information and
really a very fragile sense of how the future will unfold.

Senator HEINz. Let me go an to the next question. I agree with
you, but my question though is were you to see that happening,
what could you do about it in order to avoid an accident or a crash
landing?
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Mr. GreenspaN. Well, let me first say that I appreciate Senator
D’Amato’s views and I hope he is right, but I think we're not, as I
put it in my formal remarks, out of the recessionary woods as yet,
and I would like to emphasize that. In other words, I think that the
probabilities are, as I indicated in earlier testimonies on the Hill,
somewhat better than 50/50 that we've passed the point of maxi-
mum weakness.

Senator Heinz. Mr. Chairman, I'm glad you make that point. I'm
going to put some words in your mouth., You don’t have to agree
with them, but what you're saying is the Lunar Lander is ap-
proaching the surface and you want to make sure there is some re-
serve fuel in the tank just in case we got the altitude wrong.

Mr. GreensPaN. Let me say this. We've not landed yet. I think
we are much farther along in a positive way than I frankly
thought we would have been if one takes it from: a forecast of 3 to 6
months ago.

Senator HeEinz, Mr. Chairman, I commend you on your comment.
I think it's very helpful and very constructive.

Let me go to the next subject. We're under a time limitation and
I have an 11 ¢'clock meeting with Secretary Darman that I must
get to.

One of the issues that has arisen is the question of the high-yield
debt market and what has happened to it. Of course, what has hap-
pened to it is there isn’t one much to speak of any more. Some
people have said that maybe the regulators are making a mistake
in discouraging investments on all high-yield securities.

What they say is that there is a difference between the kind of
the “debt for debt’s sake” type restructurings of R.J. Reynolds and
so forth, and those high-yield bonds that were used to finance the
growth of Silicon Valley. Certainly there would appear to be a dif-
ference between those two kinds of uses of high yield debt.

Is that a valid distinction? If it is, do you have any concern that
the crash of the junk bond market, it has not make a soft landing,
is going to jeopardize the ability of growth companies to raise
money? If you are concerned about it, is there anything somebody
ought to be doing about it?

Mr. GreenspaN. Well, 1 agree with the implication of what
you're saying, Senator. I think it is important to distinguish be-
tween various different types of so-called junk bonds, and most im-
portantly to look at what they are used for.

One of the problems that we've all had with junk bonds in recent
years is that they have been employed to a very large extent to
substitute for equity in our system. We, for example, knows that
the net stock issuance reduction, or more exactly the liquidation of
equity was well over $100 billion for the last 2 years annually, and
it goes back for a number of years.

The junk bond substitution for a large part of that equity really
means that we look at corporate balance sheets that are substitut-
ing junk bonds for equity. That clearly is something which, in my
view, undercuts the flexibility of the corporate sector and its ability
to respond.

Senator Heinz. Mr. Chairman, I thank you for your statement.
T'm sorry, I didn’t mean to interrupt you.
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Mr. GREENSPAN. Just one more point. I think you are quite cor-
rect, and that is that should not undermine the view that there is a
role for less than investment grade securities, and I think they will
continue to be used over the years though to a lesser extent than
has been the case, that is, less than $200 billion, but I think none-
theless it will have an important niche in our financial structure.

Senator Heinz. Mr. Chairman, could I continue with 30 seconds
more?

The CuHAIRMAN. Yes. If it's really 30 seconds. I want to hold ev-
erybody to the time today so we can get around.

Senator HeiNz. It's really 30 seconds.

The 10 distinguished economists, Henry Aaron, Charlie Shultz,
and Paul Samuelson among them, wrote to me and others with re-
spect to the Moynihan payroll tax cut proposal. They said in part
that if enacted the proposal would do serious harm to the economy,
the immediate effect of the $55 billion cut in payroll taxes would
worsen the Federal deficit by an equivalent amount, and that the
Federal Reserve would have to raise interest rates to deal with
this, penalizing investment generally and long-term investments
particularly. Would you agree?

Mr. GREENSPAN. I would just as soon not comment directly on all
of the various elements within that letter and what it implies, but
obviously, as I've said in different forums, I do not support Senator
Moynihan’s particular proposal.

Senator HEiNz. Mr. Chairman, thank you very much.

The CHAIRMAN. Thank you.

Senator Shelby.

Senator SHELBRY. Thank you, Mr. Chairman.

Chairman Greenspan, in your written remarks you talk about an
outstanding debt of U.S. held by foreigners of, what, $1.5 trillion
and possibly growing. Are those numbers basically correct?

Mr. GREENSPAN. Yes.

Senator SHELBY. I know we basically know, but I'm not sure ev-
erybody out in America knows how dependent we are on foreign
investors to carry a lot of our debt because of our inability to live
within our means. Could you just focus on that a minute? You have
on this committee on other occasions.

Mr. GreenspPaN. Although the aggregate effect on interest rates,
on exchange rates and the like is very significantly impacted by
the gross levels of stock of debt, there is an important issue with
respect to the question of our so-called current account deficit. Es-
sentially, in order to maintain our level of domestic investment, we
are borrowing fairly substantial amounts of savings from abroad
annually, well over $100 billion.

To the extent that we endeavor to support our domestic invest-
ment level from those sources we have to be sufficiently attractive
with respect to rates of return to be able to, in effect, make certain
that the world’s aggregative savings allocates itself enough in our
direction to support our level of domestic investment.

Senator SHELBY. In other words, we have a world savings pool
that people are dipping into.

Mr. GreENspaN. That's correct, we are dipping into that pool.

Senator SHELBY. Yes, that we're dipping into.
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Mr. GreenspaN. And I would say, as 1 have said innumerable
times in the past, I don't think we should depend on that in any
extensive way. It is very important for us to bring down the Feder-
al budget deficit as a major means to create a much larger domes-
tic savings, savings to finance our domestic investment, so that we
need not be involved with very substantial borrowing, so to speak,
of savings of foreighers.

Senator SHELBY. Chairman Greenspan, doesn’t it compound your
job as the Chairman of the Board of Governors of the Federal Re-
serve and the Central Bank here to control our economic destiny?
Isn’t it going to be harder for you and your compatriots to do this
rather than what we used to do say 20 years ago?

Mr. GrREENsPAN. Well, there is no question, Senator, that it is
more difficult, but, as I said in my prepared remarks, that doesn’t
mean that it is impossible. In fact, I'm saying that we can do it. I
mean the tools are there.

Senator SHELRY. But it makes it harder, doesn’t it?

Mr. GreensPaN. It does make it more difficult, yes, no question.

Senator SHELBY. What makes our markets at time run different-
ly from say the Japanese financial markets and the German mar-
kets? Is it local demand and so forth?

Mr. GreeNsPAN. Do you mean why would their interest rates
move differently from ocurs?

Senator SHELBY. Right, sometimes like their bonds.

Mr. GreENspaN. Well, I would think that to a large extent it’s
local demand. A major difference, however, usually reflects the ex-
pected rate of inflation in the domestic currencies.

Senator SHELBY. Is that the psychology of inflation within their
psyche?

Mr. GreeENSPAN. Yes. In other words if, for example, in country
“X" everyone expected that their inflation rate would be 3 percent-
age points greater than in country “Y”, you would expect the
nominal interest rates in country “X” to be on average 3 percent-
age points higher.

Senator SHELBY. They would want the interest rates bid up to re-
flect that.

Mr. GREENSPAN. I'm sorry?

Senator SHELEY. They would want the interest rate pay bid up to
reflect that.

Mr. GREENSPAN. Yes, almost fully because people essentially lend
in real terms. In other words, what they are doing is they are
taking their current purchasing power, foregoing its use, and lend-
ing it to somebody, and they want it back in real terms. That’s the
reason why that process works the way it does.

Senator SueLBy. Mr. Chairman, isn’t the psychology of inflation
creeping back in the American psyche now when you read like this
morning, and Chairman Reigle mentioned it and others, where the
CPI has gene up and the wholesale price index the month before
much more than the numbers you've been talking about of 4 and
41 percent.

The average American businessman or individual, they see that,
and isn’t that bringing back what we had 10 years ago, the psychol-
ogy of inflation and, if so, is that very dangerous?
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Mr. GregNsPaN. Well, it would be if it were true. I must tell you,
Senator, I don't see any signs of that. In fact, I still sense that
there is in the American business structure a general awareness
that prices are basically soft, that you don’t get any real sense of
an acceleration, and when you lock at the details of the numbers,
you don't see that process moving.

Should it occur, then I think it could be quite dangerous, but 1
must say to you that I don't see it.

Senator SHELBY. But there are shori-term numbers out there
that we're seeing now that if they were to continue, and I assume
you're saying they are not going to continue.

Mr. GrReENSPAN. I would tell you this, that I would be most sur-
prised.

Senator SHELBY. Most surprised.

Mr. GREENSPAN. Yes.

‘_Sdenator SHELBY. We would be surprised, too, from what vou've
said.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator D’Amato.

' Oh, excuse me just one moment. I see Senator Pressler has come
in.

Senator Pressler, did you have an opening comment you wanted
to make?

Senator PRESSLER. Very briefly, I have an editorial from the
Rapid City Journal regarding the issue of the Internal Revenue
Service no longer withhold taxes that foreigners owe us on invest-
ments here, and if I'm able to stay I would like to ask a question
about that or would appreciate the Chairman’s comments, and also
I have some questions for the record. I'm also in a product liability
hearing over in the Commerce Committee and will try to stay.

I thank the Chairman very much, and I'll submit my questions
for the record. ,

The CHalRMAN. Thank you, Senator Pressler.

Senator D’ Amato.

Senator D’Amaro. Thank you, Mr. Chairman.

Mr. Chairman, as you know, we operate the Federal Government
on a cash basis making no distinction between tax dollars spent on
consumption and those spent on investments that have many years
of useful life. Indeed, the General Accounting Office has said that
this process creates a budget bias against capital investment pro-
grams.

What is your opinion about the benefits of modifying the present
Federal budget process to eliminate this bias against long-term in-
vestment by the Government, and is capital budgeting a sounder
method from an economist’s point of view?

Mr. GrReENsPAN. Well, Senator, while I do think there is that sort
of problem, I think that the issue which has been discussed at
great length over the years of going to a capital budget for the Fed-
eral Government risks a misunderstanding of what the deficit itself
is meaningful for.

There are I think for planning purposes very important uses of
capital budgeting and distinguishing it, and in fact we do. We do
keep accounts separately in some considerable detail. It is very im-
portant, however, when looking at the Federal budget from a finan-
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cial point of view to remember that it doesn’t matter at all wheth-
er something is borrowed for a long-term capital project or whether
it is borrowed for short-term consumption unless the long-term cap-
ital project has a self-amortizing feature, meaning it has cash
coming back and that in a sense it's like a business, in which case
then the financial market’s effect is different.

But as a general rule, the vast majority of capital projects of the
Federal Government do not have income-returning aspects, and so
far as how they are financed, they are indistinguishable from con-
sumption items in the Federal budget, and their impact on the
money markets on interest rates, and on the financial structure is
in fact indistinguishable.

So I would say from the point of view of looking at the Federal
deficit and its financing, it is very important that we not make
that segregation, although from analytical and efficiency of Gov-
ernment points of view, it is useful to have the differences, as you
point out, and I hope that when we evaluate the Government out-
lays, we do take into account the fact that certain projects are not
consumption, that they are investments and they do go over a long
period of time. That should be kept in mind in making the various
expenditures priorities, but not in financing priorities, as I see it.

Senator D’AmaTto. I thank you, Mr. Chairman, for making that
distinction as it relates to those projects which are long-term and
have no dollar revenues to support a different treatment that I
think the question of capital budgets always raises.

Let me ask you one more general question as it relates to the
Tax Code. I believe that the Tax Code needs to be amended in
order to correct the bias against savings.

Would you care to comment in a general way, and I don’t want
to get vou into the sticky issue of if you support Senator So and
So's IRA program as opposed to another one, but as it relates to
the general proposition are you satisfied or do you believe we could
do more to create savings and should taxation be the process in
which we attempt to deal with the bias against savings?

Mr, GreEEnspaN,. Well, Senator, I fully supported the Tax Reform
Act of 1986, which I thought was a remarkable construction, and
specifically the ability to bring marginal tax rates down as much as
we did, which I think was a major factor in improving the ability
of the system to save and save in the right way.

I think what remains if one looks at the structural question is
the double taxation of dividends, which is an inhibitor of savings.

Senator D’Amaro. They are going to think, my colleagues, that
you and I discussed this. You know this is a soft ball for me. Let
me go beyond the question of double taxation of dividends. If we
were to accept that, what other area should we look at to improve
a prejudice for savings, if you would care to comment?

Mr. GreensPaN. Well, I think there are a lot of different techni-
cal things which would fundamentally alter a tax structure and
which would improve savings, but they are so far out that I don't
think they are realistic possibilities.

Senator I’ AMATO. Is there any other one realistic? For example,
in England they have a savings pool where they will give to the
small investor so many dollars and not tax it if it’s put into an in-
vestment pool?
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Mr. GREENSPAN. Well, that's not dissimilar to the President’s
plan which has been put forth, which I would be supportive of. I
think that we have to distinguish between small changes and big
gtructural changes. I think the smaller changes are not going to
make a big difference, but structural changes might, like the
double taxation of dividends. There are people who are arguing for
a substitution for the income tax of a savings tax, meaning that
you get taxed on a progressive basis on how much consumption you
have. So you can maintain a progressive tax structure, but essen-
tially not tax savings at all.

I suspect, as most expect who have evaluated this, that that
would have a major impact. But that is such a radical change that
I think it's a political issue and it’s probably not even worth start-
ing to discuss.

Senator D’AMaro. My time has expired, and I thank the Chair-
man.

The CHairmaN. Let me just ask a question for the record as a
follow-on to what Senator D’Amato asked. Since the passage of the
1987 Tax Act, have we seen a measurable change and improvement
in the savings rate? I know it’s a complicated issue, but is there or
isn’t there?

Mr. GreenspaN. 1 would say as to a measurable change, the
answer is no. I would think that it’s probably largely neutral as
best one can see from the data. Although there has been some obvi-
ous improvement in the personal savings rate, I would not at-
tribute it to the Act.

The CHAIRMAN. I appreciate that. It’s a long area of discussion,
and I think it's important.

Senator Graham.

Senator GraraM. Thank you, Mr. Chairman.

Mr. Greenspan, it's always constructive to have you here to give
us your perspective on current economic conditions.

I would like to focus on two issues, one the current state of the
savings and loan industry and our efforts last year at its salvation
and, second, the Brady Plan as it has been applied in Mexico.

On the first subject, when the administration presented its S&L
plan approximately a year ago, there were a number of economic
assumptions upon which it was predicated. Two of those were first
that there would be a growth in deposits in the depository institu-
tions that paid into what had been the FSLIC fund of 7.2 percent a
year.

When you testified last year you said that in the context of the
fact that there had been a less than anticipated growth in that
fund since the September 1988 base that it would require not a 7.2
percent, but a 9 percent growth rate over the next 3 to 4 years in
order to lift growth to the percentage average upon which the plan
had been predicated.

In fact, since March of last year there has been no growth in the
fund, and in November there was almost a $9 billion flight of cap-
ital from the S&L institutions, and therefore a reduction in the
base upon which the premiums could be paid.

The second factor was the interest rate at which the Revcor
bonds would be sold. The assumption was a 7.9 percent interest
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rate. I believe that the first sale of those bonds was approximately
25 to 50 bases points above that level.

In light of those differences between the assumptions and the re-
ality, do you have any recommendations of what we ought to be
doing in terms of reviewing the S&L. bailout transaction? I'm par-
ticularly concerned that we do not repeat in the 1990°s what we did
in the mid-1980’s, and that is let the situation fester to the point
that a manageable problem became the largest financial crisis in
the history of the country.

Mr. GREENSPAN. Senator, I certainly agree that the 7.2 percent
forecast was wrong. It has been very substantially changed, but I'm
not certain that it really fundamentally affects very much. It does
clearly indicate a slower flow of premiums into the thrift savings
insurance fund. But to the extent that those deposits shifted into
commercial banks, they would show up in the bank insurance fund.
There would be some loss, however, because there are different
rates for both of the funds. But it's not a material issue with re-
spect to the actual total bailout scheme.

In other words, the $50 billion really reflects an evaluation at
the time of what the losses are in the assets of the thrift institu-
tions which ultimately impact upon the insurance funds, and the
particular assumptions about the rate of growth of thrift deposits
did not relate to that calculation. It does relate to other elements
within the flows into the funds, and it does have effects, but from
the point of view that you're asking, which I assume is the short-
term overall bailout financing question, neither one of those two
assumptions is really crucial. They affect things at the margin, but
the basic problem of financing is going to be what the markdown
on assets in those failed institutions is ultimately going to be.

Senator Grasam, Mr. Chairman, the second question is your
evaluation of the current application of the Brady Plan to Mexico.
Three weeks ago documents were signed between Mexico and the
various financial institutions.

What will you be monitoring over the next few months to deter-
mine the success of the Brady Plan in Mexico, its impact on U.S.
comn‘}ercial banks and its potential applicability to other debtor na-
tions?

Chairman GREENSPAN. Well, obviously the major purpose of the
type of financing that took place was to restore basic confidence in
the Mexican economy, and there has been clearly a very significant
shift that has occurred there over the last several years.

Specific things that one would look at clearly would have to do
with the extent of direct investment in Mexico the extent to which
foreign capital starts moving in, and certainly the extent to which
flight capital which had flowed out moves back in.

So if one wants to look at the question of success or failure, there
are a number of things that one looks at, but the fundamental
thing that one tries to appraise is the basic Mexican economy, how
well is it doing, how well is it growing, what is the level of infla-
tion, what is the level of the budget deficit, and with respect to the
international aspects of it, to what extent is capital flowing net
into Mexico as distinet from out.

Senator GraHAM. Thank you.

The CHAIRMAN. Senator Mack.
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Senator Mack. Thank you, Mr. Chairman.

Alan, as you know, I have argued in the past that the best way
to bring down interest rates is to have a consistent monetary policy
to achieve price stability or price rule if you will.

I am convinced that uncertainty about Fed policy breeds price in-
stability and price instability breeds higher interest rates.

It was therefore interesting for me to read the dissenting views
by your colleague, Wayne Angell, at a recent December FOMC
meeting where he expressed concern that the Fed was responding
to indicators of weakness in economic activity that were conse-
quences of somewhat cautious policy responses earlier.

So T would like to read a portion of his views and then ask my
question.

Policy decisions should rely on leading indicators, commodity prices, the exchange
rate, the yield curve, and money supply growth. Attention to such indicators has
served policy well in the past. During the spring and summer while the dollar was
appreciating and commodity prices, including gold, were generally falling, easing of
reserve conditions was accommodated by the lower long-term interest rates neces-
sary to undergird housing and other long-term investments. At this meeting, again
December, price level indicators were not signaling a need for further ease. In these
circumstances, an additional drop in the Federal funds rate coming after two previ-
ous easing moves in the fourth quarter could raise doubts about the system’s com-
mitment to its objective of price stability, especially given that the easing would fur-
ther stimulate M2 growth. Under such circumstances, further easing of reserve
pressures would tend to accommodate rising prices, foster uncertainty in the finan-
cial markets and drive up long-term interest rates, thereby increasing the likelihood
of economic instability. Steady policy in pursuit of price stability using forward-look-
ing indicators would reduce uncertainty about price trends, bolster confidence in the
dollar domestically and internationally and bring about lower interest rates and
higher economic growth.

I apologize for that lengthy reading of that, but my question to
you is this. What is your long-term plan to stabilize the price level
and assure the purchasing power of money? Can you lay out for us
how we are going to get stable prices, low interest rates and stable
exchange rates if not by how Governor Angell suggests?

Mr. GreenspPaN. If I could answer the question in 2 or 3 minutes
it would imply that we knew a great deal more than we know. The
proper answer, because we don’t know as much as we would like, is
very long but I won't carry it forth today.

What Governor Angell and what you in fact implicitly are rais-
ing really by the nature of your question, Senator, is the funda-
mental question about long-term Federal Reserve strategy which
we spend a good deal of time discussing in FOMC meetings. We do
try to get a collegial consensus on the general approach, not just
counting noses of what the various votes are. And there are differ-
ences.

There are differences with respect to the question of how certain
are we about certain trends and how certain are we about cause
and effect within the very broad world economic structure. And
there are differences between the members at different times. I
would think that how one behaves in a particular context very
much depends on how one evaluates what the forces of cause and
effect are.

I would like to say I could write out a simple plan which would
hold forth for the next 5 years and bring us down to a noninflation-
ary level of prices. We don't know enough to do that in great
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detail, but what we do know is that we need to lean in that direc-
tion and look for opportunities to lower gradually the rate of
growth of money supply. Ultimately, as 1 believe 1 said in my
formal remarks, to get an inflation rate down below where it is
now we would have to get a somewhat lower longer-term rate of
M2 growth. But we have to be very careful how that is done be-
cause if you mechanically just push forward it is very easy in the
context of what is still a fragile economy to tilt us over.

And I think as a consequence of that all of the various members
of the FOMC, while I'd say are in general agreement about where
we are heading, have varying different sensitivities of where the
problems are or how tight cause and effect relationships are.

So in that sense, I don’t know whether I could answer your ques-
tion very specifically because none of us know enough to give you a
firm plan. But we do know enough to understand the processes as
they develop and how to handle them so as to bias inflation down.
The complexity of what confronts us as we go through a 5-year
period is something which we cannot forecast in advance. There-
fore, because we cannot forecast all of its various elements in ad-
vance, we cannot know in advance precisely step-by-step what is
the optimum way of proceeding.

I don’t know whether that responds to your question specifically,
but obviously I did not agree with my colleague and tennis partner
in that particular meeting and we voted in a different way.

Senator Mack. If I could have just a very quick follow-up——

The CHAIRMAN. Yes, if it is quick because I do want to try to stay
in the time limits.

Senator Mack. What I would draw out of what you said is that
while you would agree with the general direction of consistent
policy working toward zero inflation would bring down interest
rates but there are things that are going——

Mr. GReENsPAN. Well, we have chosen not to use the word “zero”
because our main concern is to get to a non inflationary environ-
ment which may or may not require us being down to zero.

Senator Mack. I will just let it go at that.

The CHatrRMAN. Very good.

Senator Kerry.

Senator Kerry. Thank you very much, Mr. Chairman.

Mr. Chairman, I would like to pick up where I left off. Again, I
know that regional comments are not your preference, but I really
feel compelled to ask you about this both because of your role as
the leading commentator and leading person who has a capacity to
affect that economy in the country and also because the situation
is really so pervasive throughout New England.

1 know you have heard from other people on this. I know the As-
sociated Industries have written you. It has been a subject of some
discussion and there’s really been an enormous transition. I have
been hearing from small retailers and others who talk about liquid-
ity crunch, credit crunch, people are having to jump through hoops
who have had performing loans for 20 years and never missed an
interesﬁ payment and so forth. Suddenly loans are being called and
so forth.
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There'’s a total change in the texture of the economy not just of
Massachusetts but of New England and it has been described in
various ways by various people.

Most economists who have looked at the New England and Mas-
sachusetts economy appear to be optimistic, which is at great vari-
ance from this pervasive attitude among those who are doing busi-
ness at large. Lynn Brown, the outstanding chief economist at the
Federal Reserve Bank of Boston, told a large gathering of husiness
leaders last week:

We are talking slowdown. We are not talking economic disaster. We have lost our
perspective. The orgy of pessimism into which the region is slipping is not warrant-

ed. The spotlight on preminent individuals and institutions has given the impres-
sion that the impact on the economy is greater than is actually the case.

Summarizing these economists’ findings, the Boston Globe edito-
rialized that “the bloom is off the boom, but the regional economy
is healthy.”

Another very knowledgeable observer, your colleague, John
LeWare, a member of the Federal Reserve Board, recently came to
a similar conclusion and he expressed it this way in a speech that
he made in Boston. He said:

For a decade the growth and prosperity of the Commonwealth were the envy of
the rest of the country. We were on a roll and it didn’t look like it would ever stop.
Although the posted speed limit on the Mass Pike is 55, most of the traffic whirls

along at 65 to 70. After you've been traveling with the crowd well over the limit, if
you have to slow down there’s a sense of disappointment and frustration.

I would argue, as has John LeWare, that the outlook for Massa-
chusetts and New England is only as depressing as the prospect of
having to slow down from 70 to 55 on the pike.

After reviewing the various forecasts for New England, he con-
cluded, “Those numbers certainly don’t describe a disaster situa-
tion by any means, but they do indicate a real change of pace from
that of recent years.”

Now again, realizing your reservations and I understand them
about dealing with regional economics phenomena, I still believe
that where restoring some realism and some basic confidence
among New Englanders about their economy is obviously so impor-
tant I was hoping you might at least say a few words about that
outlook based on the observations of both Lynn Brown and John
LeWare.

Mr. GREENSPAN. Yes, I would basically agree with the thrust of
both parties. It's very difficult 10 remember how frenetic the level
of activity in New England was a couple of years ago, and it was
growing at a pace which was clearly unsustainable. The process of
merely slowing down creates a sense of deterioration which exag-
gerates the underlying weakness. It's difficult to believe, but the
unemployment rate in Massachusetts, for example, during the
fourth quarter of last year was 4.5 percent.

Now what that tells you is that the economy is still relatively
tight but there is no question that when you come off a very high
rate of growth down to a still moderate rate of growth, it feels like
a recession. It has all of the psychological characteristics of some-
thing imploding, and one of the reasons it does is that people
project that process to continue straight down. It doesn’t always
happen that way. In fact, most of the time it doesn’t happen that
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way. But it feels worse than it is, and T do agree with my col-
leagues that if one steps back and looks at the broader issue you do
get a different sense than when you're talking among groups of
people in the business community and in the real estate communi-
ty in the New England area.

Senator Kerry. Well, I appreciate that observation and comment
very, very much.

I see my yellow light is on and I just want to ask another quick
question if I can.

In talking about American competitiveness, we are constantly
confronted with the question of cost of capital and it obviously
plays a significant role in choices that people make. The real inter-
est rates historically in this country have been around 2 to 3 per-
cent. In 1985, I guess they peaked at 7 percent. They are now hov-
ering around 4 percent. But very significantly above that of most of
the industrialized competitor nations we are competing with.

The question in your testimony on page 4 you talked about ex-
pectations of inflation and future price behavior affecting the nomi-
nal rates. My question to you is why are the real rates so high and
what can we do to adjust to what most business people say is the
critical component of their competitive capacity?

Mr. GreEENnsPaN. There are basically two reasons. One is—and
this is the most fundamental—our domestic savings rate is very
low and the consequence of that is that the balance between the
supply and demand for domestic savings and investment requires
real interest rates to rise to bring forth the amount of savings nec-
essary for investment.

Second, our inflation rate has been higher, and when an inflation
rate is higher, you get a degree of instability perceived in the econ-
omy, and hence you get a risk premium, an instability risk premi-
um, which adds to the real rate of interest. Most see the problem
with respect to inflation rates usually affecting nominal rates of in-
terest, but it’s important to understand they also affect real rates.

S0 a combination of inadequate savings and an inflation rate
which is higher than some of our competitors 1 think explains a
goodly part of that difference. That clearly suggests that the major
policy area which has to be addressed is our Federal budget deficit,
which is perhaps the most useful and expeditious way to bring up
our domestic savings rate and hopefully, as a consequence, a de-
cline in our real cost of capital.

Senator Kerry. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much.

Senator Sarbanes and then Senator Sanford.

Senator SArBaNES. Thank you, Mr. Chairman.

First, let me just follow along the previous discussion. I take it
that you see the quickest way to improve the savings front is in the
public sector to reduce the public deficit, is that correct?

Mr. GREeNsPAN. That’s correct.

Senator SArBanNES. Would I take it from that that you would
oppose any measures “designed”’ in some way or other to encour-
age savings and investment whose initial impact would be to in-
crease the public deficit.

Mr. GREENSPAN. It depends on what the time frame is because
remember our problem of low savings really is a longer-term issue
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and I would want to look at the longer-term consequences of a pro-
posal with respect to savings.

Senator SARBANES. Se you would countenance I take it then from
that answer an increase in the deficit in the short run if you
thought it was going to bring a long-run increase in savings. Is that
correct?

Mr. GreEnsPaN. Theoretically, the answer is yes, but 1 must say
to you that I find that that is probably unlikely unless one had
some extraordinary assurance that the situation would turn
around. But the answer in principle is yes.

Senator SARBANES. Let me come back then to the question. Do I
take it then from that answer that in effect your response to the
first question is that you would not countenance measures that
would increase the deficit, given the difficulty of making the
longer-run prediction which you've just asserted?

Mr. GREENSPAN. Yes. I would say I would certainly look at them,
but I would have to look skeptically.

Senator SARBANES. So any of these proposals that come along
and are designed to “raise savings” and improve that concern, if its
initial impact is to add to the deficit, vou would be skeptical about
it?

Mr. GreeNsPAN. Well, let me be very specific, Senator. The up-
front cost is known for certain. The savings effect is known with
less certainty. And when you match certainty against less certain-
ty, the burden of proof is on those who argue that it has a signifi-
cant positive effect in the later years.

Senator SARBANES. How serious and of how much concern should
it be that we are running these large trade deficits year to year?

Mr. GREENSPAN. I think it's a long-term concern in the context of
the current account deficit, which as you know is related to the
trade deficit, in that we are absorbing foreign savings to essentially
finance our domestic investment. We can do that for a while and
clearly the markets are quite favorably disposed to investing in the
United States and we are not having difficulty in any measurable
manner of obtaining foreign savings to finance our domestic invest-
ment, but I don’t think that we should rely on that fact indefinitely
into the future. That is one of the reasons I have argued for a sig-
nificant reduction, hopefully even a surplus, in our Federal ac-
counts so that we basically can remove the need for the significant
net drain of foreign savings to finance our domestic investment.
We can supply it ourselves.

Senator SArRBANES. Did you regard it as a serious development
that the United States went from being a creditor nation to being a
debtor nation?

Mr. GrReENSPAN. Not in an important economic sense.

Senator SARBANEs. How about in a political sense?

Mr. GReENSPAN. In the political sense, I think it does reflect this
same problem and it symbolizes it, but we have very great trouble
with the data, and there are reasons why the net debt per se is not
as important an issue as the flows which it relates to. And as I in-
dicated in my——

Senator SARBANES. Now given these flows which you've said con-
tinue to come but on which we are increasingly reliant, would you
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say the United States is increasingly finding itself in the position
of being dependent upon the kindness of strangers?

Mr. GreenspaN. I would scarcely call it kindness. I think they
are investing in the United States because they perceive it as a
place where rates of return are good. Qur laws are very favorable
to the protection of property rights and we are a place where long-
term investment is feasible. I think that’s a plus.

Senator SarBanEs. Do you feel any pressure to uphold the value
of the dollar in order to assure continued foreign financing of U.S.
deficits?

Mr. GreenspaN, I don’t see it directly in the markets, but I
would say that as an economist I would find it hard to believe that
there was no effect. I think that there is some effect on real inter-
est rates in the United States as a consequence of our needing to
drain funds from abroad.

Senator SarBanEs. Isn't the Fed sensitive to that consideration?

Mr. GreEnspaN. Well, sensitive in that—if you're saying are we
aware of that fact, of course we are aware of that fact.

Senator SareBanes. Well, don’t you have to accommodate it to
some extent?

Mr. GreENsran. Well, as | say in my prepared remarks, there
are certain elements within the economy which monetary policy is
not best suited or even approximately suited to address. The issue
of our current account deficit is largely something which has to be
addressed effectively from fiscal policy, not monetary policy, be-
cause it really gets to the basic imbalance of domestic investment
and domestic savings.

In fact, arithmetically, our current account deficit is essentially
the difference between domestic investment and domestic savings,
and only if we can affect those numbers in a significant way, can
we resolve this question. And that’s the reason why I think the
Federal budget deficit is such a erucial issue here.

Senator Sareanes. Mr. Chairman, I see my time has expired. I
would just make this observation. We have the story that the trade
gap has reached a 5-year low, It's still at $109 billion. It was $119
billion last year. It was $152 billion the year before. That's an im-
provement, but nevertheless, we still have gone in effect another
$109 billion into the debtor status. I wanted to ask the chairman
what he saw 5 years down the road with these kind of continued
trends. It just seems to me that we are just digging ourselves in
deeper and deeper. Thank you.

The CHAIRMAN. I might just make two observations at that point
before yielding to Senator Sanford. One is that we changed the
manner in which we calculate that data last year, we now leave off
the cost of insurance and transportation. That tends to run about a
hillion dollars a month on a trade deficit that’s running $9 to $10
billion a month. So those reported numbers look better than they
really are, in my view. I think that change in the accounting
system was questionable, but in terms of how much improvement
year to year, we've had less improvement.

Senator SARBANES. S0 in other words, instead of having dropped
from $152 to $109, we really dropped from $152 to §1217

The CHAIRMAN. That would be my view.
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Mr. GreENsSPaN. No. These numbers are consistent so that you
have to add freight and insurance to both.

The CHairMAN. I don’t dispute that. You would have to add it to
the $152, but the point is you've got to add it to the $109, so that
the $109 in fact isn’t $109.

Mr. GreenspaN. That’s correct. In other words, I am just saying
that the change is about the same but the levels are both higher.

The CHAIRMAN. Just a second point, and I want to do this briefly
and I will. I want to draw Senator Sarbanes’ attention to your com-
ment down at the bottom of page 15 where you say here, “The Fed-
eral Reserve can address itself either to domestic prices or ex-
change rates but cannot be expected to achieve objectives for both
simultaneously.” That's a very powerful fact of life which you, I
think, candidly put forward here. It relates importantly to this dis-
cussion, and I want to come back to it.

Senator Sanford.

Senator Sanrorp. Thank you very much.

I come from a part of North Carolina that was settled by the
Scots that came up the Cape Fear River. I grew up in that commu-
nity and they are burdened with two considerable traits. One of
them is honesty and the other one is fiscal integrity. I've had to
operate in that climate most of my life.

Mr. GReENSPAN. Those are terrible burdens, Senator.

Senator Sanrorp. Great burdens. And it makes me very uncom-
fortable here in Washington if I can’t somehow find a way to ad-
dress the implication of those burdens, I'm boggled by the fact that
since I've been here and several years prior to that we've heard
constantly year after year that the Federal deficits were being re-
duced, not rapidly enough but that Gramm-Rudman had a sched-
ule. Then we rearranged the Gramm-Rudman schedule and now as
I understand it we are going to rearrange it again to run until
1993. All of that time we've seen what I would consider actual defi-
cits which I define to be the annual increase in the national debt,
increasing year after year, not decreasing at all. This annual in-
crease is now somewhere in the neighborhood of $300 billion. In
fiscal year 1991's budget, according to Mr. Darman, I think it
might end up at $300 billion or it might be a little bit less than
that, but it is still too large a figure.

The point is that our accumulated deficits by 1993 without any
doubt will be approximately $4 trillion. Interest then will be clear-
ly the highest item in the budget. Interest now claims 40 percent of
all dollars that come in from tax sources. Forty percent of the
money we take in is the interest bill. While we don’t pay it all out
in cash, we continue to capitalize the interest and it's carried in
the Federal debt.

As I struggle with this problem, let me ask you if we redefined
deficit into just a straightforward definition as the annual increase
in the national debt, would that cause interest rates to rise?

Mr. GreensPaN. I think the markets are sufficiently knowledgea-
ble, Senator, not to be affected by how we keep our books because
the participants in the markets are very sophisticated. They have
all the data that we have and how we rearrange it doesn’t change
anything. So we are not going te change any level of interest rates
by how we keep our books.
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Senator SANFORD. We might be fooling the public but we are not
fooling the people that calculate over deficit.

Mr. GREENSPAN. We might fool ourselves but we won’t fool the
people who are out there in the markets.

Senator SaNFORD. [ was impressed with the speed with which the
Fed responded to the October slump a couple years ago on the
stock market. 1 also was pleased to see that you were monitoring
the Drexel Burnham situation and its effect on the markets.

Do you think we need changes in our broker-dealer capital re-
quirements or the regulatory structure affecting the parent firms
of a holding company of broker-dealers?

Mr. GReENSPAN. Well, Senator, as you know——

Senator SANFORD. The point being that folks say, well, the junk
bond mania is over now and we don’t need to do anything. The
question is, is there something we need to do?

Mr. GreENspaN. Well, I think, Senator, as you know, the Securi-
ties and Exchange Commission has a bill pending in this Congress
to increase the disclosure and reporting requirements of the hold-
ing companies of the securities firms and I think the first thing
tha]{:l one really has to understand is how some of that gets put to-
gether.

We at the Federal Reserve have very significant amounts of data
on these various different types of institutions and the Federal Re-
serve Bank of New York has made a special effort to collect a good
deal of information which I must say was very useful in under-
standing the various different risks involved in the Drexel bank-
ruptey.

I would hesitate at this stage to suggest any regulatory legisla-
tion because I don’t think at this particular point that we know
enough yet to make useful judgments in that regard. I would like
to see the data in detail first.

Senator SanrorD, But you are in the process of gathering that
data in?

Mr. GReENSPAN. Well, the actual full detail will not be available
unless and until there is passage of legislation which enables the
Securities and Exchange Commission to request such data of the
nonbrokered dealer subsidiaries of these larger securities institu-
tions.

Senator SanrForD. Do you know whether the RTC and the thrifts
generally are still overstocked with junk bonds?

Mr. GrREENSPAN. Well, I don't know what overstocked would
mean. I guess at this stage anything is “over.”

Senator SANFoRD. That would be my definition.

Mr. GreENnspPaN. Considering what's happened to the prices of a
lot of these bonds I would think that the last few months have not
been a very enjoyable one for those who are large holders.

But the size of total junk bonds in the system is still small. It’s
not a large number. There are a number of thrift institutions
which have fairly large commitments to junk bonds, but it's not a
huge, pervasive 1ssue. It's more localized with a certain number of
institutions than a very large problem in a large number of institu-
tions. That it is not.

Senator SANFoRrD. Thank you very much.
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The CHamrMAN. I would like to follow up on what Senator San-
ford said a minute ago and what I took your response to mean. I
take it, that for brokerage firms such as Drexel or others, the SEC,
in your view, ought to have the authority to be able to monitor the
upstream affiliate activity. Is that correct?

Mr. GrReeNsPaN. Well, let me say this. We at the Federal Reserve
Board are somewhat divided on exactly what those powers should
be and I would say 1 personally marginally am in favor of it and
would be supportive personally, but I am not speaking for the
Board of Governors.

The CHaIRMAN. I appreciate the distinction.

Mr. GrREENSPAN. I would be personally in faver of the legislation
which has been brought to the Congress.

The CHAIRMAN. I think that’s an important statement from an
important person who brings a lot of knowledge and insight to that
subject. I had the same concerns that Senator Sanford has ex-
pressed. We have the Chairman of the SEC coming in on March 2
to discuss that precise issue here, so we will have some chance to
pursue it then. But I think we do need to know more about what's
going on in the affiliate area, and we may find that that's particu-
larly relevant in the Drexel case that we are in the middle of now.
We'll see.

Senator SANFORD. Mr. Chairman, I want to excuse myself. I've
got a 12 o’clock appointment and I thank again Mr. Greenspan.

The CHAIRMAN. Let me just also ask while we are on that sub-
ject, Mr. Greenspan, do you agree with the risk assessment provi-
sions of the market reform bill?

Mr. GREENSPAN. I'm not familiar with what exactly you're refer-
ring to.

The Cuairman. Let me ask you to take a look at those provisions
if you would. There are some risk assessment provisions that are
laid out in that bill, and I would think that they would be some-
thing that you would find useful for us to have. I'd like for you to
just take a look and respond for the record if you would. In effect,
they would give the SEC the authority to obtain information of the
finances of holding companies and affiliates. Take a look at it, and
let us have a response. I think it’s timely.

[Chairman Greenspan subsequently responded to Chairman Rie-
gle's request in his answer (4) to written questions that Chairman
Riegle sent in his letter of March 13.]

The CratrMAN. I've asked the staff, just in the last few minutes,
to go out and try to determine how much of U.S. Government debt
instruments are now held by foreigners. In other words, what is
the extent to which we are tapping into this international pool of
lendable money to finance deficits here in the United States.

This is the series of data that I've been given coming forward
from 1984. It's gone up very substantially. In 1984, the data that
I've been given indicates that $193 billion would have been out-
standing in the hands of foreign lenders. In 1985, that went up to
$225 billion; in 1986, $263 billion; 1987, $300 billion—I'm rounding
off here to the nearest billion—in 1988, $362 billion; in 1989, $394
billion, and that was through September. That was the number
through the month of September, so it would have been higher, one
assumes, by year end, though not necessarily certainly so.
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In any event, it looks as if what we have done here in a period of
5 years is that we have doubled the amount of foreign holdings of
U.S. Government debt instruments going up from roughly $193 bil-
lion in 1984 to $394 billion through September 1989.

Can we continue to do this indefinitely, do you think? Are the
foreigners going to continue inexorably to take on larger and
larger amounts of U.S. debt? Can we safely make that assumption?
Qbviously it relates to what the price is. If the interest rate and
the expectation on exchange rates is such that our debt instru-
ments don't look as attractive as some other country’s, then pre-
sumably it gets harder to sell. You may be able to sell it, but at a
higher rate.

But setting aside for the moment the question of what rates you
have to offer to attract the foreign capital, are we likely to see that
irend continue? Are we likely, say over the next 5 years, to see the
amount of U.S. Government debt in the hands of foreign lenders
double again?

Mr. Greenspan, I don't know if it will double, Mr. Chairman, but
what we are looking at is a process which, as [ indicated in my pre-
pared testimony, is a globalization of the financial systems in the
sense that we in the United States are investing more monies
abroad, people abroad are investing more moneys here, and the
process is grossing up in the sense that the ratio of foreign holders
to domestic holders of financial instruments 1 believe is probably
rising in every major industrial country. That is, in a sense, an in-
dication of the increasing globalization.

In that sense, I would expect that the ratio of our total financial
instruments in the United States held by foreigners will continue
to increase. Whether it increases at the pace of the most recent
period, I really don’t know, but that is part of the process that is
going to go on and, in my judgment, irreversibly.

We will find, for example, that there will be American holders of
agsets abroad whose foreign assets are rising as a share of their
total assets as well. I think it’s important to look at the total proc-
ess, this grossing up of glebal commitments to get a better under-
standing of what the flows are. But I think the crucial point that
you raise, Mr. Chairman, is the issue of when the net savings flows
begin to become difficult to finance. In short, can we in effect con-
tinue to attract foreighers net on balance here—that sort of nets
out the pluses and the minuses—and that's an issue which I think
is going to confront us over the years ahead.

The CHAIRMAN. Do we even have the luxury of being confronted
by it in the years ahead? Aren’t we in effect being confronted with
it, in part, now?

Mr. GREENSPAN. [ am not sure how significant the current flurry
in interest rates is. We know that there is this big investment hole
in Eastern Europe. There is an extraordinary possibility here for a
major expansion, largely in investments into these countries to
export back out into the hard currency nations. It's not selling to
the individuals but it's using the infrastructure, which is a lower
cost infrastructure, to ship goods out, so there are potential signifi-
cant rates of return.
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What we are seeing 1s a general awareness of this process and
that’s why I think we saw the rise in long-term rates throughout
the world.

What we don’t know is whether or not that potential out there is
yet fully discounted in the market because if it is, then the interest
rate rise is enough. If they have overdone it, there will be a partial
retracement and if there's still an excess of expectations of invest-
ment opportunities versus savings, then rates could go up more.
We don’t know enough at this stage to basically make that judg-
ment, but to merely project those rates straight up I'm sure is not
correct. The process is much more sophisticated and much more
complex than a simple market extrapolation. This is an extraordi-
nary change in the nature of world savings and investment which I
don't think has any historic precedent exactly in this form, certain-
ly not in the last 40 years.

The CHAIRMAN. Well, I think this is a crucial subject for us to
discuss here today a little bit further. As Eastern Europe tries to
come fully into the industrialized 20th century and head into the
21st century, they appear to have enormous capital requirements
to get into the game—decades to make up for. Is the world’s sav-
ings pool, as we now see it, going to be sufficient to finance their
catch-up, as enormous as it is? We're still dipping into that interna-
tional savings pool to take out the large share of borrowed money
for our huge deficit needs to finance a lot of our present consump-
tion. Is the world’s saving pool going to be sufficient to handle all
of these credit needs, given the fact that we've just gotten an entire
new batch of major capital investment credit needs presented?

Mr. GREENSPAN. Also remember, Mr. Chairman, as these coun-
tries begin to move their economies and incomes up, they too will
begin to generate a significant amount of savings for their own
purposes. So it’s precisely the answer to that question which you
raise which has led the markets to grope for an equilibrium to get
a sense of where the balance is. It is the most important financial
issue of the decade. It’s happening very quickly. If the various
changes in Central Europe and Eastern Europe had sccurred over
a period of years, it would be one thing, but they are all happening
at approximately the same time and this is a very large, skilled,
educated population whose underlying basic needs—let me put it
this way—whose potential for growth is really extraordinary. It is
that which has led to the interest of pools of world savings looking
tot Eastern Europe as a potential source of significant rates of
return.

The CHAIRMAN. And there are more reasons than just the eco-
nomic returns. Again, referring to President Havel’s comments yes-
terday, and I thought he was as eloquent as words could be——

Mr. GREENSPAN. It really was extraordinary.

The CrHAIRMAN. I suspect that because of the phenomenal size
and nature of this new condition and new opportunity, there will
not be much of a savings rate in Eastern Europe any time soon. 1
think Eastern Europe is going to eat capital and, for a while, not
be able to produce much in the way of savings because you not
only have an industrial base to build—a private sector production
base to get into place and with modern roads and a lot of other
things that go with it—but you've got a consumer group that
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doesn’t really have very much. Things like acquiring cars or wash-
ing machines or housing or things of that kind will consume any
income over and above what it takes to live each day.

If that is generally so, I don't see how the United States with its
financial balances so out of order—our fiscal deficits out of order,
masked by the Social Security surplus transfers, our trade deficit
very substantially out of order, our savings rate still very anemic—
is going to be able to go out and grab the same share out of the
international savings pool without having to bid a higher price for
it.

I think that’s some of what's happened just in the last couple of
months. I think as interest rates have gone up around the world,
they’'ve helped pull our rates up. I am not sure you would have
wanted to see our rates go higher if we could have disconnected
from foreign influences and kept them lower. I think they've been
p};ﬂlgd up because world rates have gone up. Do you disagree with
that?

Mr. GreENgPaN. I basically agree with the thrust of what you're
saying, Mr. Chairman. I wish to add one caveat, however. The
point of view which you hold, which I think is a rather sophisticat-
ed view of the way the process is emerging, is also what the market
is looking at. And what I said before and would like to reiterate is
that you're explaining why interest rates have moved up and why
they are where they are.

We have to distinguish between market adjustments which
happen fairly quickly as soon as knowledge is absorbable. 1 think
it'’s becoming fairly clear that the opportunities in Eastern Europe
are very significant and that there is likely to be a shortfall cer-
tainly in their domestic savings which requires for a time a signifi-
cant amount of foreign investment and savings to move in.

That, other things equal, would tend to raise the level of real in-
terest rates, long-term real interest rates, throughout the world
and indeed it probably has. That’s what we are looking at. But we
cannot go {from there {o say that because of the imbalance between
Central Europe’s savings and investment that therefore rates will
go higher from here because what causes that to occur is a revision
of the judgment—in effect, pretty much the judgment that you
have made, because it’s not clear at this stage whether in fact the
markets have moved rates to balance a long-term view of savings
and investment flows in Eastern Europe.

The only thing you can basically say is that that process is going
on but what you cannot say is whether or not the increase in rates
has now fully discounted a series of forecasts into the future. We
don’t know the answer to that. In fact it's one of the extraordinary
things about markets. Because we don't know how to do it, the
market flows are the best way to allow that process to work in the
most efficient manner.

The CHAIRMAN. That's very helpful. Now I want to take and try
to cross-connect that to another part of your testimony which
comes on page 9.

At about in the middle of the page, in discussing the forecast of
economic activity just ahead of us, you say, “However, available in-
dicators of near-term economic performance suggests that the
weakest point may have passed.” Now I realize every word is
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chosen and there are nuances built on nuances to try to create a
statement that is as precisely ambiguous as it can be and still sort
of convey what you want to convey.

If interest rates rise abroad because of external events—Eastern
Europe being one of them, but also internal factors in Japan that
have driven up their rates, what may be going on in Germany obvi-
ously connected to Eastern Europe more directly driving up rates
there, and internal inflationary pressures and other things going
on in those countries—and there was an effect on us, partly be-
cause we are so now reliant on all this foreign borrowing, that
pulled our rate level up as well, it may be that, in macroeconomic
terms, rates in our own society could become higher than we would
like because we're trying to engineer a soft landing or some in-
crease in real growth in this country. It seems to me that we could
find ourselves in a situation, and we may very well be in a situa-
tion where international events pull interest rates up at a time
when we don’t want rates any higher here because of the impact
on housing, car sales, and lots of other things that are interest rate
sensitive.

It strikes me that we could find ourselves in a situation where
external events, because of our reliance on this foreign borrowing,
can pull our interest rate structure up at a time that’s very inop-
portune. No matter how masterfully someone tries to engineer
monetary policy—you or someone else—you may not be able to get
your interest rate patterns in your own national economy where
you want them in the right time sequence because you are now
part of this world economic system.

I think I'm seeing more of these jolts hitting us, and I'm increas-
ingly concerned about it. It doesn't take away anything from your
ability to try to navigate this because I think the job is in the best
possible hands, but I think the job can become unworkable at some
point with these factors now upon us.

I'd like you to react to that.

Mr. GreeENsPAN. First, let me say that the type of issue that you
are raising doesn’t necessarily relate to whether we are in surplus
or deficit because if in the world context we all of a sudden, as we
have done in Eastern Europe, create a significant increase in real
investment opportunities, profitable opportunities, while the global
supply of savings remains unchanged, then real interest rates have
to rise, and they will rise all over the world, and they will rise
whether or not you are a surplus country or you are a deficit coun-
try. It's got to do basically with the process. The issue of our sav-
ings problems is a somewhat different issue and separate from this.

But the key question here is whether or not we get to a state
where all of a sudden the prospective demand is so huge that inter-
est rates begin to rise extraordinarily.

The CHAIRMAN. You do though, express concern in your own
statement about the buildup of these debt levels.

Mr. GREENsPAN. That’s correct.

The CHAIRMAN. So you've also got the problem of servicing all of
this debt perhaps at a higher interest rate, which then can run
into structural problems in the United States, which is a new kind
of danger for us.
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Mr. GrREENsSPAN. | don't deny that those dangers do exist. In fact,
it's part of the issue of the greater complexity of monetary policy
in this type of globalized financial world. The Eastern Europe issue
is a special case of that because it's a discontinuity. It's not some-
thing which has happened smoothly and which the markets could
adjust to gradually. It happened in an extraordinary short time
and, leaving the economics aside, it's such a magnificent thing to
happen to the world—I mean we can scarcely argue that this is a
problem.

But the reason 1 am not concerned at this stage in the terms in
which you spell out the problem is that, first, I think that there is
a very general knowledge of the size of the potential investment
and I would suspect that most of the information about that is al-
ready in the markets and, hence, unless something fundamentally
new occurs to create a major new investment opportunity—and 1
can’t see where that's coming from—I'm not as concerned as you
are that interest rates will just continue up.

Also, remember that if interest rates start up, that in turn will
lower the desire to make a lot of those investments, and very small
changes in rates are probably enough in this context to essentially
stretch out prospects for a significant investment in Eastern
Europe.

In that sense we are looking at one of the great advantages of
having open markets, free capital flows, and the ability of goods,
services, and capital and finance to move in the manner in which
they are moving. The adjustments are happening in a way which I
think significantly delimits the types of risks which you raise, Mr,
Chairman.

Having said that, I'm not saying that I am unconcerned about
this process. Obviously, the very difficulties that one sees cut there
impact upon the way we at the Federal Reserve do our job so we
have to be very sensitive to what's going on and we audit it in a
very detailed way. I find myself being far more interested in what's
going on on a 24-hour basis than I would ordinarily because this is
a particularly crucial period.

But I cannot say that I am concerned in the sense you are be-
cause [ think most of this knowledge, most of these expectations,
most of the underlying changes that are about to happen have al-
ready affected markets. And to the extent that is the case, I don't
think we can realistically argue that interest rates in the world
markets in real terms are going to go up, go down, or stay un-
changed.

The CHAIRMAN. Let's get the budget chairman into this. Senator
Sasser,

Senator Sasser. Thank you very much, Mr. Chairman.

Chairman Greenspan, I apologize for missing your opening state-
ment today. We had hearings before the Budget Committee, but I
will read your statement with great interest as I always do.

Mr. GreENsSPAN. Thank you.

Senator Sasskr. I am pleased to see you and I came to ask this
question,

I note that you and several of the Federal Reserve Bank presi-
dents have endorsed the resolution of Congressman Neal that
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would require the Federal Reserve to bring inflation down to zero
within a space of b years.

Now I'm wondering if you have fully considered all the conse-
quences of this initiative, I have seen a study done by the Congres-
sional Research Service using Data Resources econometric model
which show that the economic effects of a 5-year transition to zero
inflation would be ready catastrophic.

It'’s theoretically possible to get to zero inflation by 1995 but
when you look and see what happens along the way it's not a very
appealing path to follow. According to Data Resources, interest
rates would hit 16.9 percent in 1992, 15.8 percent in 1993, the
budget deficit would be $663 billion in 1993, increasing to $691 bil-
lion in 1996. The unemployment rate in 1993 would be 11.9 per-
cent, 10.7 percent in 1994. We haven’t seen unemployment rates
like that since what some would call the Volker recession of 1982,

In addition, we would have 4 straight years of negative real GNP
growth and of course we've still got the thrift industry hanging out
there and we've seen what happens to them when interest rates
get up in the 14, 15, 16 percent range.

Now I am confident, Mr. Chairman, that you can give me 100 dif-
ferent reasons why Data Resources is wrong, but I just want to
stress today that I see a great danger in an all-out single-minded
attack on inflation.

I think that we've got to be concerned about the underlying econ-
omy, about employment, about economic growth, and I wouldn’t
want you to leave here today thinking that this resolution that's
been introduced over in the other body has a groundswell of sup-
port here in the Congress because this is one Senator who does not
support it at all. In fact, I think it would be cataclysmic if it came
to pass.

Now I've had my turn. What do you say about DRI’s projections?

Mr. GreeEnsPAN. Let me first raise two issues, Senator. First, the
Neal resolution does not require zero inflation. In fact, in its origi-
nal version it did and it required a very specific one percentage de-
cline per year in the CPI. I told the Chairman over there that that
was not a desirable way to come at that.

The legislation that I would be supportive of stipulates that the
economy is to be brought down to a noninflationary level and that
we define stable prices as that rate of inflation which is sufficiently
de mininis that it does not enter into the business decisions of
people. In other words, for example, if the inflation rate were 1.5
percent or maybe even somewhat higher, our historical experience
suggests to us that that is, in fact, the equivalent of zero in that it
has all the benefits of zero inflation since it does not create distor-
tions, which is one of the major reasons why we are in favor of
stable prices.

Second, we obviously have done very much the same sort of anal-
ysis of what a decline in the inflation rate would do with respect to
employment/unemployment, and all I can say to you is that we do
not come out anywhere near where the DRI mode! comes out.

Let me suggest to you one of the problems that using a straight,
untended econometric model—and that is essentially what is being
done in these examples-—if you take any of these models, ours in-
cluded which contain elaborate, very complex sets of equations
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which try to capture the nature of the relationships within the
American economy, and you allow them to run out a forecast un-
tended by human judgment, meaning in an econometrician's terms
you add factor the various equations and adjust them, you get silly
forecasts. The results are ridiculous. In fact, if you allow the
models to run over the years, they do less well in my judgment
than almost trying to make a sort of non-econometric type judg-
ment.

The same relationships which are causing that problem in the
forecast are the relationships that are used to simulate these types
of events. So we have the same problems as we do in forecasting in
simulating how the American economy would behave if, for exam-
ple, we endeavored to get the inflation rate down very gradually.

We are obviously acutely aware of the difference between econo-
metric simulations, forecasts and behavior in the real world. And
while it is the view of myself and my colleagues that there are very
great values to the American economy in getting the inflation rate
down—and in my prepared remarks I discuss some of them—we
are obviously aware of the structural dangers to the whole policy if
in the process we create inadvertently a major economic downturn.
As I say in my remarks, our basic purpose is to bring the inflation
rate down without a recession and that is our basic view and 1
think that we do not have a mechanical step-by-step program out
there because we don't believe that one is feasible, but we are
biased towards bringing the inflation rate down in a context which
does not upset the economy.

Senator Sasser. Well, I just want to make it clear, Mr. Chair-
man, for the recerd that I don’t think we can sacrifice everything
along the way in our fight against inflation. I had a great number
of running discussions with your predecessor over a period of years
about his attacks on inflation and made the point to him that we
didn’t have any inflation in 1933 and 1934 as I recall, but nobody
had any money and nobody had any jobs.

We had disinflation at that time and frankly I think we are still
paying the price for some of the policies of the early 1980’s and late
1970’s in monetary policy. We are still paying it here in this com-
mittee with the problem with the savings and leans. One of the
prices we paid for shaking inflation out of this economy or bringing
inflation under contrel was what occurred in the thrift industry
and it's going to cost the taxpayers of this country somewhere in
the neighborhood—who knows—of $150 to $200 billion over a
period of years to resolve the problems of this industry.

Of course that pales to insignificance when we realize what hap-
pened to GNP during that period and how much real economic
gain was lost. Perhaps we had to pay it to wring inflation out of
the economy. But there are some around here—and I guess I in-
clude myself in that category—who are willing to absorb a modest
amount of inflation to keep this economy healthy and moving and
growing. I suppose I almost find myself in agreement with the Sec-
retary of HUD, Mr. Kemp, in this one regard to some extent—not
on all matters economic I must say, but to some extent in this one
regard,

Thank you, Mr. Chairman.

Mr. GREENSPAN. May I just comment for just one second?
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The CHAIRMAN. Please.

Mr. GrReEnspaN. We've had 7 years of prosperity, a growing econ-
omy, which I don’t believe we could have had if we had allowed the
inflationary imbalances to occur and I think the policies of my
predecessor, as difficult as they were at the time-—and I remember
the extraordinary turmoil that was created at that time-—in retro-
spect, I think were necessary. I think we’re fortunate in that it di-
verted an economy where inflation looked as though it were not
only high but accelerating. I think the fact that the argument we
have today is whether or not a 4 or 4.5 inflation rate should be
brought down is an argument I don’t think we would have the
luxury of having were not the actions taken in monetary policy in
the early 1980's. I am willing to stipulate all of the problems that
you argue in favor of, Senator, but I do think if one balances bene-
fits against costs, the advantages in retrospect of those policies I
think were extraordinarily helpful to this country.

The CHAIRMAN. | want to pursue this just a little bit longer. We
don’t get a chance to have a serious discussion this way when we're
working with the 5-minute question periods. They interrupt any
kind of follow-through on some of these issues that are raised.

I want to come back one more time to what we were chatting
about a little earlier, and it relates to what Senator Sasser has just
been saying as well.

I gave you a series of data earlier on the amount of U.S. debt
instruments that are outstanding and held by foreigners.

Mr. GReeENSPAN. Those are Federal debt.

The CHaIRMAN. Yes, just Federal debt. And I gave the dollar fig-
ures and how it had doubled over a 6-year period. It has also gone
up in percentage terms and I want to say that for the financial
press here as well. It’s gone up from roughly 15 percent of the total
in December of 1984 to about 20 percent of the total in September
1989. The trendline would imply that we will be requiring foreign-
ers to take on a larger percentage as well as a larger number of
dollars of debt holding simply because we can’t finance it ourselves.
We can’t restrain ourselves, so they have come forward to pick it
up, at some rate of interest,

The world has changed, and I think you've captured it very well
today in terms of the extraordinary dimensions of what has hap-
pened with the collapse of communism as an economic and social
gystem, the Berlin wall coming down, and noncommunist heads of
states coming to visit us from Poland and Czechoslovakia and other
places. Clearly, it is an extraordinarily changed situation. However,
the United States, I think, still has some very serious underlying
structural economic problems of its own. They now have to be inte-
grated and dealt with within this world economic system that has
Jjust now been jolted by these new changes.

If you take our persistent fiscal deficits, our persistent trade defi-
cits, our persistently low savings rate, the fact that the Japanese
last year invested in their private sector five times the amount of
equity capital that we did here in America in companies, the fact
that we have been replacing equity with debt in the United States
with leveraged buyouts and junk bonds and other instruments
which you yourself expressed a concern about a little bit earlier,
you can see a lot of things that are fundamental imbalances and
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trendlines that are not helpful to us over a period of time and that
we are having a very difficult time changing very much. And we've
invented terms of debate and devices I think to sidestep a lot of
these questions and roll them forward and not deal with them.

My concern is this. There is still the view in the country, I think,
that somehow monetary policy is the last resort way in which we
can work things cut in an orderly way, that if the Fed is just com-
petent and up to the task, they can somehow pull the levers this
way or that way and reconcile everything and keep us going with
this T-year expansion, avoiding the pitfalls of inflation on the one
hand or high unemployment on the other hand, or of interest rates
going through the roof.

I must tell you that I think we are putting ourselves in an eco-
nomic trap. I think the time is coming and it may be here now
where interest rates other places, because of macroeconomic factors
in Japan, in Europe, in West Germany, or in other places may now
impinge in new ways on our ability to continue to draw savings out
of the international savings pool to deal with a lot of our problems
and excesses.

Rates have started 10 go up. You say you can’t necessarily ex-
trapolate that they will go higher. They may stay the same; who
knows where they will go. But I know what I'm hearing from busi-
ness leaders who come to see me—you see a lot of them as well.
There’s a growing concern about the economy, about the effect of
these things on interest rates, and on the ability to have a strong
growth going forward. I'm hearing it more frequently. Maybe they
are all wrong, but they are expressing that concern.

When you say on page 9, “available indicators of near-term eco-
nomic performance suggest that the weakest point may have
passed,” given the fact that it’s a hedged statement, what can we
really hang our hats on there to sustain that notion?

Mr. GrReenspaN. Well, Senator, let me say first that when you go
back in the American economy to the summer of 1989 and you look
forward, what you see is a continuous erosion of econemic growth.
In a sense it’s almost like a tire with a slow leak in it. You can
actually see the system going down, and down, and down and final-
ly for the first time in the last number of weeks we are beginning
to see that that deterioration has stopped.

Now I'm not saying that it won’t proceed again and obviously it
can. What I'm saying is that when vou look at the various balance
of forces going on and you look at the pattern of inventories and
the like, what you get is a clear indication that something is in the
process of changing.

Now I say that the probability that we are passing this weak
point is somewhat better than 50-50. It is not certainty. I regret too
often that when we gay that something is likely to occur, the word
gets changed to “will” and there is a very big difference. If you
look at the blue chip forecasts of American economy, the 50 or so
odd people, only one of them has got the economy going down in
1990, Now I'd like to believe that that's true. I am not sure it’s ba-
sically true. It is the most probable forecast. But the mere fact
that, say, 49 out of 50 say it's true doesn’t make it so.

What we are looking at is a very complex set of forces, but there
is no question that there has been a subtle change going on and the
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change does not mean that we're about to take off again. It used to
be in periods of recession where we'd have major inventory liquida-
tion you could pretty well forecast the spike going up the other di-
rection. We are looking at something quite different at this particu-
lar stage, but the quality of the data that we are looking at has
changed.

How significant that is and how far one projects that into the
future depends on one's view of the way the structure is develop-
ing. I am, as I indicated in my prepared remarks, concerned about
declining profit margins. I am concerned about the strains in the
balance sheet. These are potential negatives and they could turn us
down again. I think the odds of that happening are less than 50-50.
In other words, I didn’t believe that 6 months ago. Six months ago
I thought it was touch and go very honestly and I think that what
has changed in my view is that the time frame when the most
likely cumulative effect of the recession was to occur was probably
in the fall, if you look at history the way things develop. The fact
that we’'ve come through that and now look as though there is
some at least stability in that the leak at least has stopped, gives
me some hope that this process may be developing.

If we get an unexpected shock from somewhere that could tilt us
in another direction. And I think it is important to draw the dis-
tinction, as indeed I think all of the forecasting economists who we
look at do, the vast majority think that we're undergoing sort of
modest, relatively slow growth through the rest of the year, which
is another way of saying that they believe it's better than 50-50
that that’s what's going to happen. When you examine them in
great detail about their degree of certainty, there are going to be
very few who are going to say that and I think correctly so. I mean
this is a very unusual type of period. But I think that while there
are a number of difficulties and problems out there, I'd say the out-
look in the context of what we've been going through in the last 9
months is better now than it was 3 or 4 months ago.

The CHairMAN. Well, I appreciate the time and the effort that
you make to try to make that clear, and I know it’s not easy to do.

Let me ask you this question. If external events were to have the
effect of pulling interest rates up, I'm talking about worldwide in-
terest rates, in a way that were to pull our country’'s rates up an-
other percentage point so that instead of being somewhere between
8 and 8.5 or 8.6 percent from short-term borrowing out to 30-year
borrowing, we saw events over a period of weeks or 3 or 4 months
yank rates up, say, generally a fully percentage point to the 9 per-
cent range, would that kind of a change create a difficulty in terms
of how our economy might function at that point? Do we have
enough slack that if we got pushed up into a higher interest rate
environment, we could digest that rather reasonably, or are we at
the point where something that would be in that magnitude would
really start to change the expectations?

Mr. GreEnsean. Well, I think that were we to get that—and in
my view [ frankly suspect we will not—it probably would be reflec-
tive of the fact that actual capital investment in Europe was now
really moving forward, which probably would mean that our ex-
ports would begin to start to move. It's difficult to know whether
the clear negative effects from high interest rates here would be
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more or less than the positive effect on aggregate demand which
would come as a consequence of much stronger export market than
we even have today.

I don’t think one can or should look at an economy in terms of
what would happen if one variable would change. It almost never
happens that way. There's usually a complex of forces. I would say
in the realm of forecasting there's certainly enough slack in any-
body’s relationships to absorb a lot of changes without fundamen-
tally changing one’s outlook, but I do think that we are looking at
something which we have to be careful we don’t misread, and it's
fortunate that we've got the resources that we have got at the Fed-
eral Reserve to look at this in great detail and have access to a
great deal of material.

It's times like this when I think one really appreciates the ability
of the research operation that the system has in the regional banks
as well as at the Board itself because we do have the resources te
lock at this in a way which is important.

The CHAIRMAN. Let me just conclude with this thought. The busi-
ness people I have been talking to say if interest rates pull up an-
other notch, that could start the slow leak again in the economy.
I'm getting from most business people that I talk to a belief that
any appreciably higher level of interest rates would start to cut
against the economy and would start to put us back in a more vul-
nerable position. That doesn’t mean they are right, but that's what
I'm hearing a lot of.

I'd like to make a suggestion to you and I don’t know what you
have in the way of machinery at the Fed. We can talk about this
after today as well. We are all so busy doing day-to-day work. You
talked about having to look at things now 24 hours a day because
of the importance and the immediacy of things, and that’s true
here as well.

I think it would be good if somebody in the Fed could be given
the task to take a 60- or a 90-day period of time and detach enough
from the day-to-day work that has to be done to really think
through the question of how the world has changed. I don’'t mean
just Eastern Eurcpe. I'm talking about all of these trends in sav-
ings rates, exchange rates, trade balances, fiscal deficits, and the
new requirements for capital in Eastern Europe. What are the un-
derlﬁ{‘i?ng adjustments that the United States needs to make for
itself?

I think it would be very healthy at some point if the Federal Re-
serve, quite apart from its monetary responsibility, day in and day
out, could, as a separate study or analysis, say as best it could:
“The world has changed in these ways, and these are some of the
key trendlines and the combination of trendlines that are creating
a more complicated situation. They limit our latitude in the
future—not just the Fed's latitude, but the country’s latitude.” We
need to understand the nature of how all of these changes are
working and try to think them through and get some kind of a
more seripus national discussion going on the economic and finan-
cial adjustments that must be made here before you wake up some
day and find that your hands are tied and that you don’t have the
operating latitude that you'd like to have at the Fed or that we in
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the Congress, or for that matter that even the President, would
like.

I think there is a need for a comprehensive assessment of this
changed economic and financial situation—done at arm’s length,
competently, dispassionately—that tries to lay this out in a way
that doesn’t just come back to saying we have to knock interest
rates up or down in the next 10 minutes because of the impact of
these things and because of the way the markets work.

I don’t know if you can do something like that, if something like
that is being done. T would like to suggest that something like that
be done.

Mr. GReeNsraN, Well, Mr. Chairman, 1 hope we do that as an
ongoing process because I don't see how we can in fact do our job
unless we have at least tentative answers to the questions that you
have raised.

But what I will do is I will go back and I will sit with my col-
leagues and see whether or not there is the capability in a useful
manner of doing a certain specific type of study and we will be
back with you to let you know whether we think that it's feasible
or desirable or what form you might think the resolution of that
problem which you, I think very appropriately raised—what from
that might take.

The CHalrMAN. I appreciate that. I've got other questions I am
going to submit for the record, some from Senator Kerry, some
from myself. You've been very patient and I appreciate very much
your testimony.

Mr. GreEnspaN. Thank you very much.

The CHAIRMAN. The committee stands in recess.

[Whereupon, at 12:50 p.m., the hearing was adjourned.]

{Response to written questions follows:)
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Chairman Greenspan subsequently submitted the
in response to written gquestions from Chairman
Riegle, Jr., in connection with the hearing held

on February 22, 1990.
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The Economic Report of the President indicates

a probable inconsistency between your mohey growth
targets and the Administration’s GNP forecast. 1In
the past, when we have discussed such differences,
you have emphasized that they have different budget
deficit assumptions. Is that the case this year,
and, if so, what are your budget estimates?

There is no common budget assumption embedded in
the FOMC forecasts included in the Beoard’s monetary
policy report. Because those forecasts related to
the current calendar year, only a small portion of
which runs beyond fiscal 1990, I think it is safe
to say that the FOMC members have taken the exist-
ing budget largely as given. Perhaps the most
important questions would be how the budget process
for FY 1991 will unfold in the coming months, and in
particular, whether one can foresee an agreement on
a multi-year deficit-reduction pregram that could
affect in a significant and positive way the pre-
vailing expectations in financial markets. It is
my sense that my colleagues have not built such a
development into their thinking=--though we’d cer-
tainly all welcome it.
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Last year’s economic growth rate was only 2.4
percent, despite a major boost in farm output after
the 1988 drought. This year you project growth of
less than 2 percent. In your testimeny, you said
that to reduce inflation we need slow growth until
we develop some "slack" in the economy. Can ycu
give us a rough estimate of what that might mean

in terms of unemployment rates?

Az I've indicated on a number of occasions, I don’t
think conventional econometric estimates give reli-
able guidance on the short-run relation between
unemployment and inflatien. The particular cir-
cumstances, and how expectations change as anti-
inflationary policies are implemented, would be
impertant in determining this 'Ytrade-off." The
central tendency of the FOMC forecasts suggests
that most members are of the view that some prog-
ress toward lower CPI inflation can be achieved
this year without a sizable rise in the unemploy-
ment rate.
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In the junk bond market, we have been witnessing a
long degeneraticn of prices and market conditions,
as a number of large mergers and LBO‘s have fal-
tered. Some institutions have failed already as a
result. How much future damage de you foresee?
What are the implications fer banks with large port-—
folios of LBO loans? What are the implications of
Drexel’s bankruptcy for "tcoc big to fail" policies?

As I stressed in my testimony, the increase in debt
leverage could have significant adverse implications
for the long-run viability of the expansion, and
serve to intensify adjustment problems should the
economy fall into recession. However, in the pre-
sent circumstances, it appears unlikely that the
increased leverage within the economy would itself
precipitate a downturn in the ecocnomy.

With regard to those banks with large portfolies

of LBO loans, we remain concerned about the gquality
of those credits and the extent to which recession-
ary factors may undermine original underwriting
standards and projections. <Certainly any trans-
action characterized by high debt levels and a low
equity cushion weakens the borrower’s ability to
withstand financial adversity, increasing the level
of risk in bank portfolios.

As of December 31, 1989, the 50 largest bank heclding
companies had total Highly Leveraged Transacticns
(HLT’s) of $125.5 billicon, a 50 percent increase
from the level reported at the end of 1988. While
HLT nonaccruals as a percent of total HLT's were
less than half the rate reported by the top 50
conpahies for nenperforming assets overall at
year-end, that figure is on the rise. We are
currently cohducting specialized examinations in
certain institutions with relatively high concen-
traticns of HLT’s tc determine if significant
deterioration is taking place.

It is important to note however, that the prepon-
derahce of HLT outstandings is comprised of secured,
senior debt. In essence, these transactions repre-
sent asset backed financings. &As in any financing
secured by real property, there are risks that cash
flows generated by the assets will decline or not
meet original expectations, hence the values of the
underlying assets may suffer a significant loss of
market value. Nevertheless, secured bank creditors
would not be subjected to the much larger risks
associated with unsecured high yield and equity
types of financing.
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The implications of Drexel’s bankruptcy are most
profound with regard to the loss of liquidity in the
secondary market for high yield issues. The loss of
liguidity will directly affect the ability of highly
leveraged companies to refinance their own obliga-
tions, and may indirectly affect their ability to
sell assets to meet debt servicing cobligations, as
potential buyers in the past have often relied upon
the high yield market to finance such deals.
certainly to the extent original debt servicing
agreements relied upon the availability of such
financing, all participants, including senior debt
holders, will experience problems.

With respect to "too bkig to fail" policies, the
Federal Reserve has not been comfortable with the
notion that the Government should insulate certain
very large institutions from the consequences of

bad banking practices and from failure simply
pecause of the size of these institutions. Never-
theless, each rescolution is reviewed both in the
context of systemic risk and the overall cost to
the gevernment. Any revisions necessary to current
regulatory pelicies regarding the handling of kank
failures or the administration of the deposit insur-
ance fund should properly await the findings of the
study on deposit insurance reform required under the
Financial Institution Reform, Recovery and
Enforcement Act of 1989.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

102

How does the recent Drexel experience affect

your views on the need for the risk assessment
provisions of the Market Reform bill (S. 648) that
would give the SEC authority to obtain information
on finances of holding companies and affiliates of
securities firms?

The experience with Drexel illustrated the possi-
bility that problems in one area of a firm could
spill over into other areas, some of which may have
been fundamentally sound. The government securities
affiliate, for example, seems to have bheen ade-
quately capitalized, but it found counterparties
pulling away when guestions were raised about the
health of the parent and other affiliates. As a
consequence, the viability of a regulated entity
was affected by developments in nonregulated parts
of the firm.

This experience raises issues about the possible
need for an overview of the entire company, both
regulated and nonregulated entities. In my perscnal
view, collecting information about all the different
parts of the company might be helpful. The regu-~
latory focus on the broker-dealer and government
securities entities remains appropriate, but wider
information about other areas of the firm might aid
in anticipating problems that could adversely affect
the regulated entities, enabling steps to be con-
sidered to protect their safety and soundness. To
ensure that the SEC is provided with the type of
information that it needs, and that at the same time
the concerns regarding the collection, maintenance
and confidentiality of information are met and to
avoid duplication of information already collected
by the banking agencies, the Federal banking agen-
cies and the SEC should consult on the appropriate
approach to collecting the information.
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Do you think the Administration’s family savings
plan would increase private savings enough to offset
its negative effects on future government savings
caused by loss of tax revenue, so that its long-run
effect on total savings would be positive?

I don’t have the basis for offering a strong view
on this matter. Recent research on the IRA
experience has been more encouraging than earlier
work with respect to the question of whether IRAs
have resulted in a net increase in household saving;
the research has not eliminated all uncertainties,
however, and the family savings plan possesses
enough features that differ from those of IRAs that
one would have to take a very careful look to judge
the implications of the IRA experience.
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In your testimony, you said that thrift assets would
likely decline this year. How long do you think
that will continue, and how do you see the industry
evolving over the next few years?

The decline ip thrift assets will more than likely
continue in the near term given the significant num-
ber of insolvent thrifts and thrifts experiencing
financial difficulties. Furthermore, the higher
capital standards and limitations on amounts and
types of investments created under the Financial
Institutions Reform, Recovery and Enforcement Act

of 1989 (FIRREA) will require continued divestiture
of industry assets.

Thrift assets declined nearly $100 billion, or 7
percent, in 1989, precipitated by liquidity pres-
sures in certain larger, problem institutichs
requiring asset sales, and asset shrinkage among
the industry generally to meet tougher capital
standards imposed by FIRREA. ©Of the $100 billion
decline in assets, $80 billion occcurred in the last
6 months of the year reflecting both the reshaping
of the industry towards higher capital to asset
levels and liquidation of conservatorship assets.
Alsc during the last guarter, resolutions of insol-
vent thrifts transferred %7 billion of thrift assets
out of the industry, primarily to commercial banks.

Currently, excluding conservatorships, there are
177 unprofitable thrifts with assets of $124
billien, and 64 profitable thrifts with assets of
%51 billion which have 1 percent or less tangible
net worth as a percentage of assets. FIRREA estab-
lishes a 1.5 percent minimum tangible capital
requirement. Undoubtedly, considerable shrinkage
of assets and ultimately, liquidation of certain of
these institutions, will be reguired.

A more certain fact is that the Resolution Trust
Corporation (RTC), as of March 31, 1990, ceontrolled
350 institutions under conservatorship programs with
total assets of $163 billion. The majority of these
assets will likely be passed to non-thrift acquirers
through the resolution process. While the pace of
future rescolutions is likely to accelerate, the
current timetable is unknown.

Over the next several years, our view is that the
intense competition within the financial services
industry to provide mortgage credit will continue,
and that consolidation within the thrift industry
will be dictated by the need to improve operating
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efficiencies. As I discussed briefly in the
testimony, the downsizing of the thrift industry
which has already taken place did not affect the
overall cost and availability of mortgage credit, as
other suppliers of this credit stand ready to absorb
an increasing share of the market. Thrifts that
survive this restructuring, will have to be well
managed, strongly capitalized, and profitable.
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In a recent speech which he delivered in Tokyo,
Gerald Corrigan, President of the Federal Reserve
Bank of New York, commented on the rapidly growing
ing share of America’s banking market controlled by
foreign institutions. After noting that 25 percent
of the banking assets hooked in the U.S5. are con-
trolled by foreign banks, with Japanese banks having
14 of the 25 percent, he asked:

"Is there a point where the extent of foreign
banking presence in U.5. markets could give rise to
public policy concerns about such presence?"

He then answered his own question:

"In my judgment, the candid answer to that question
is yes: such concerns could arise, particularly in
the context of any pattern of future behavior which
might be viewed by some as an aggressive strategy of
expansion through acquisition."

Do you share Mr. Corrigan’s views on this issue?
Please explain why or why not.

The Federal Reserve for many Years has strongly
supported the policy of naticnal treatment with
respect to access of foreign banking and financial
institutions to the U.S. market. I support that
policy and believe it is in the best interest of
U.5. consumers of banking and other financial
services. The policy of national treatment con-
tributes to a strong, competitive market in the
United States. It is also the policy of the United
States to encourage other countries to adopt
policies of national treatmernt for foreign banks
and financial institutions; I support that poclicy
and believe it has been effective over the past

15 years in helping to open up foreign financial
markets to U.S. investors. In my view, the broad
thrust of President Corrigan’s speech in Japan is
fully consistent with this line of thinking and
policy.

The major reascn for potential concern about the
share of any investor in the United States arises
from the possibility that such investments might
lead to an excessive concentration of economic power
in the hands of one foreign investor. 1In the case
of the banking industry, current Federal and State
laws provide an adequate basis for guarding against
the develcopment of such concentrations and for
dealing with their conseguences if they should
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develop. Therefore, although by various measures
the share of Japanese and other foreign banking
institutions in the U.S. banking market has risen
somewhat in recent years, I see little economic
significance in these trends.

I am concerned that this issue could become a matter
of political concern. In particular, T am concerned
that it could lead U.S. authorities to adopt protec-
tionist measures in this area. Such measures would
not be in the long-term economic interests of the
United States because it would tend to provoke
retaliation against U.S. investments abroad. They
could also have an immediate adverse impact on the
U.S. economy by putting upward pressure on interest
rates at a time when the U.S5. economy is heavily
dependent uvpon a net inflow of saving from abreoad to
help finance needed investment in the United States.
I would, of course, prefer that the profits from
such investment whether in the banking or other
industries accrue primarily to U.S. citizens rather
than to foreign investors; however, under present
circumstances, that is a luxury we cannot afford.

I know that President Corrigan shares my views on
these matters.
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Chairman Greenspan subsequently submitted the
in response to written guestions from Senator John
connection with the hearing held on February 22,

To what extent, if at all, do examinations of the
Fedwire system conducted during Federal Reserve
Board’s annual examinations of Federal Reserve
branch banks and the periodic financial reviews
of specific Fed bank functions, attempt to assess
the vulnerability of Fedwire to money laundering
schemes?

As a primary mechanism which depositary institutions
used to process 60 million transfers, totalling

$183 trillien, in 1989, we recognize that Fedwire
can be used as a contributing vehicle tc money laun-
dering schemes. Because Fedwire serves only as an
intermediary between senders and receivers of the
payments, however, it provides no mechanism to
detect any such schemes.

The detection of money laundering within a universe
of normal payment activity reguires the ability

te identify some transactions as suspicicus. Such
suspicions arise out of the ability to differentiate
upnusual from normal patterns of behavior, given

the nature of a customer’s history and business.
Although currency transactions are essentially
two—party transactions, wire transfers generally
invelve four or more parties, including the cus-—
tomers of the sending and receiving institutions.
As Fedwire serves only as the intermediary between
the financial institutions, it provides no means to
assess the business practices of the institutions’
customers and differentiate between normal and
potentially suspicicus activity.

The Federal Reserve routinely cooperates with law
enforcement agencies by researching specific
transactions and supplying related information in
response to appropriate reguests related to specific
investigaticns that criginate from other sources.
But Fedwire, itself, does not provide data conclu-
sive te the origination of such investigations.

Because of these factors, Federal Reserve Examiners

reviews of Fedwire are limited to assessments of the
integrity of the electronic data and automated pro-

cess and the reliability of the systems of internal

controls.
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To what extent, if at all, do¢ the joint Federal
Reserve, 0ffice of the Comptrecller of the Currency,
FDIC audits of CHIPS (the Clearinghouse of Inter-
naticnal Payments (conducted every 18 months)
attempt to assess the system’s vulnerability to
money laundering schemes?

The joint examination of CHIPS by the three federal
banking supervisors is intended to address safety
and soundness, reliability, and data security
issues. The examination reflects the same types

of concerns the supervisors address in performing
examinations of bank electronic data processing
operations. CHIPS dees nct, however, provide
"retail" payment services and does not process pay-
ment orders on behalf of end users; in the language
of the new section 4A to the Uniform Commercial
Code, CHIPS is not an originating bank, an inter-
mediary bank, or a receiving bank. Rather, CHIPS
plays a role similar to a utility that transfers
payment orders between parties without maintaining
accounting relationships. Consequently, the federal
banking supervisors’ examination of CHIPS does not
focus on money laundering.

Banks provide funds transfer origination and receipt
services to and maintain accounts for customers.

The focus on money laundering remains with Bank
Secrecy Act compliance examinations of banks.
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I read with interest yesterday in the Washington
Post of a report by the General Accounting Office

on security for the wire transfer systems, including
FEDWIRE.

what is the Federal Reserve doing to improve its
security systems and to insure that computer hackers
don't abuse the system?

Attached is the Board’s November 9, 1989, letter to
the GAO commenting on the GAG’s draft report on
Fedwire security, as well as the February 21, 19%4,
testimony given by Governor Wayne D. Angell to the
Subcommittee on Telecommunications and Finance of
the House Committee on Energy and Commerce. The
letter and statement indicate that the Fedwire sys-
tem has a sound security architecture that is sub-
ject to a rigorous program of review and audit by
independent Reserve Bank and Board operations review
and audit groups. They also reflect the Beard’s
commitment to maintaining the highest possible
degree of security on Fedwire.

The Federal Reserve has taken immediate steps to
respond to the opportunities for improvement in the
implementation of the Fedwire security architecture,
Almost all of the findings have been corrected and
work is in progress to address fully the remaining
five improvements by June 1990. In addition,
increased emphasis has been placed on security in
the Federal Reserve’s Fedwire operations review,
examination, and audit procedures. The Federal
Reserve'’s overall data security architecture is,
among other things, designed to protect against
abuse by those not authorized to have access to it.
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. Attachment to Senator Kerry's Question #3,
Appendix 117

Comments From the Federal Reserve System

B04RO u;rsutvzwons
™
FEQERAL REGERVE SYSTEM

wASEINGTEN, O €. 2085

AGOMLAR OFFIC e, £ S A Rumat vt
ey

Havember 3, 1989

Mr. ralph V. Cartone
Assistant Comptroller General
United States General
Accounting Office
Washington D.C. 20544

Dear Mr. Carlene:

The Board of Governcrs of the Fuderal Reserve System
appreciates the opportunity to costent on the draft report of
the Géneral Accounting 0ffica (GAO) titled
Screngthened. Teo support the affort to develop s timely
agsamament of electronic data escurity on the Fsdwize systen,
“he Board has expedited it revisw of the GAD'a drart raport.
Our response should be rand in the contakt of s hnignly
abbyaviated comment paricd providing less than two weeka for
gtarf analysis and Board review.

The Board‘s reepcnsa to the portions of tha GRO's
rapart related to Fedwire ls divided into four parts. Pirst,
wa provide a geperal overview of ths Fedwire daga sacurity
architecture. Sacond, we dlacuss the GAO’m specific findinge
at the four Reserva Banks visited. Third, we addreszs the GAS's
recoomandatich that the Fedaral Reserva contract to obtain
axternal raview of Fedwire security. Finally, wa sddrass tha
GAO'M Concarn regarding the 1lack of ancryptien &n the
"backbona' compunicaticks natwork linking the Ressrve Banks and
the nesd for nasdaga suthesnticetion.

The Fadaral ReddTVE ia  MLTORgly Ocpmitted to
providing the most weacucre  alectronic paymants asrvices
poswibla. As noted in tha GAQ's draft report, the Systan has
in place s comprehsnsive progran designed to Idantify security
rajguiranents, develop and implamant technicsl wsplutions to
those ragquiremanta, and, finally, to Benitor tha ongoing
affactivensss cof mecurity administration. We paliwve the
ascuricy architvecturs for Fedwirs is fundamantally sound, and

TN T
FEDERAL RENCRVE SYTEM
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we algo balieve that the GAC‘e findings will further etrengthan
the anfeguards surrounding Fedwirs. The Fedaera)l Regarve‘a
commitment to data security for Fedwire is reflactad by our
racaptivenass to inforwation and guidance from varlousm scurcas
that may help wnsures excellant gacurity. It is lp this context
that wa welcome tha GAO’'s suggestions for improvement to
Fedwire ascurity,

overview of ths Fedwire Data Becurity Arshitesturs

The Federal Resstve Hystem has Ippismented a
cotprehensive wacurity architacturs designed to provide amacurs
and raliable Thiw archi turs
incorperatas a including physicsl
macurity, controlled access t4 computsr systema, &nd protection
of the confidentinlity and Ihtegrity of data. Thesa cosatrols
apply to moftwors loplamentatian, computar oparations, metwork
communicaticna, and contingency. The BSystam estaklishes and
documents jts contrel standards in a Data Security Manual
containing ovar 100 safsguards relating to thesa aruds. The
GhO’'s findinga ne#d to be considered 1in the contaxt of tha
Faderal Resurve’s Overall sacurlty architacture and program. A
Qummary of how these contyols provide a securs snvirenment for
Fedwire is provided below.

The first lavael of safeguard in place to protect
Fedwire includas physical sacurity that limits access to
sensitive data and operaticns areas to those individuals who
require access to parform thelr duties. Guards, <card key
access devices, and surveillance eguipment are used to prevent
and detect unauthorized physicel sccess. Mgoreover, all
employees working in sensitive areas undergo extansive
packground checks. Further, Legal agresmsnts with vendors
provide for clearance, nondisclosurs, and other apprepriate
security consideratione. Ragerve Danks have procsdures for
reporting, tracking, and resolving computar gystem probleps as
well as procedures for reporting suspected security viclations.
Each Reserve Bank has s cumplete audit trail for attempred
breaches of accass cohtrols and the sSecurity Administrator
investigates any attswpted breach. Where relavant, this
information is sharad apong Fedarsa] Ressrve Banka.

To safaguard the Fadwire wsystem, access control
softyare amd coda words idsntify mand permit access to
authorized ufars prior to pecoessing any transfer of funds.
The Fedwire system acknowledges successful racelpt of massages
between aAystem oomponsnts. To protect confldentlality of
messages, transmissionf betweeh depository institutions and
Remarve Banks are encryptad.
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Additional controls, based on separation of duties,
restrict access to sensitive data and programs. For exapple,
each Reserve Bank maintains gmeparate proceseing environments
for test and critical production systems and restricts access
to these systéms. Exténsive changa control mechanisms are in
place to ensure that only tested and approved applicatien
software changes are implekented in the production environment.

The GAO’s interest in pacurity extends to capacity
planning and contingency procasaing arrangemepnta. To engura
that adequata capacity is available, Resarve Banks davelap
annual automation and capacity plans that fit inte a long-range
planning process.

The Tedwire system alsc has been designed to provide
far local backup of key computing and commuhications
CORpODents ., Further, to ehsure that Fedwire cperations
continue with minimum disruption, even after a disaster, the
Reserve Banks maintain several remove sites  and  test
comprehensive contingency plane at least seami-annually. Thesa
piang ipclyde relocation of copputer operations, as wall as
data backup procadures to ensure that dJdatabases can be
reconstructed after an outage. An sxawpla of the resiliency of
the Fedwire systewm waa the abllity of the Fuderal Resarve Bank
of 5an Francisce to continue full payments operations following
the Octsber 17, 198%, oearthquake. The Bank oparated on
emergency powet, restarad its computer eystema in two and one
half hours and resumed processing to meat critical alghttime
deadlinas, and was open and ready for Fadwice business ap usual
at $:00 a.m. Eastarn Time the following day. Simultansgusly,
the Reserve Bank's romote procesaing site was prepazad to serve
as backup In the event that critical operatjons could not
resume in San Francisca.

A zeflectlon of tha affactivensss of regular
preduction and emergency backup Arrangements is the high
reliability of the Fedwire applicationa and ¢ "backbone"
communications network connectikg tha Rasarve Bawks, callad
FROS-80, »vbilabllity of Fedwire applicaticns cduring the
critical hours of 5:00 p.m. te closing wee §9.40 parcent for
1988 snd 99.79 parcant for 198% through the third fuarter.
Availability of Pedvire applications f£or full-day oparations
Was 99.%9 percent for 1933 and 99.77 percent for 1989 through
the third gquarter. Tha backbone communications natwork hae
algo parformed well, In over aeven Yyesars of oparations, the
FROS-80 network has paintained avallapillty in excess of 99,99
percent. Planning im also undarway for the successor nétwark.
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Bpealfic Resarve Bank Fipaings

The GAC kas identifisd 2 pumbar of specific oontrol
weaknesges at the four Reserve Banks whera it conducted on-site
Teviews, In genaral, thess Reserve Banks have althar already
taken corrective action with respect to thess findings or plan
to take corrective actien in tha near future. The Board
disagraes with tha GAO's position, however, with respect toc one
of jits findings. The draft report indicates that there should
e a complete separation of function betwsen computer and
natwerk operatera. Based on analysie of both the risk
potential and eXerging industry trends to antomate and
consolidate computer and retworX operations, tha Board believes
that combining these functions has no detripental effect on
security. A leading industry expert that was consulted by
gtaff concura with this t. Staff ts on this and
cartain other findings are appendad tc this letter.

The Board 1s currently taking bsteps to determine
whether control weaknesses similar to those cited py the GAC
gxist at any othar Reserve Banks. If such weaknassss are found
at other Heserva Banks, the Board enaures that prompt
cerrective action will be taken.

Extarnal Revisw of Fadwirs Bspurity

The Federal Reserve's security program  includes
aeltiple layers of raview, both internal and external. Several
orgatizations within the System play an active rols in ensuring
consistent compliance with the Fedearal Reserve’s Eaecurity
standards. These oversight groupa include a pational Security
sSteering Group, comprised of Reserve Bank am‘.g Board staff, the
Banks’ internal auditors, and the Board’s Division of Federal
Reserva Bank Operaticns. Fach organizaticon addresses a
diffetent aspact of the deta securily program. At the System
level, the security Steering Group manages and coordinates the
development and implementation of the data seacurity design and
addresses System~level data and communications matters.

The ingividual Raserve Banka! internal audit staffs
participate in the syatem development lifa cycle process,
reqularly reviewing cempliance with security procedures and
performing audits of cperating and data processing areas, The
Reserve Banks’ General Awditors report directly to the Banks’
boards of Qirectors. The intermal audit departments at Reserve
Banks also assure that corrective actions are taken ln responce
to recommehdations made by the Board’s review groups.
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h critical cowponant of the Faderal Ragarve’s
#security program is review and oversight by the Beard of
Governors, through its staff, The Board exarclsaa, by law,
general ovarsight of Reamerve Bank activities. To¢ discharge
this responsibility, tha Board hes sstebliahed » highly
gualified operationsl and technical staff that reviews tha
Reserva Banke’ Implementation of System saecurity astandards.
The Board’s staff 1s institutionally independant cf the Reaerve
pank managemant structure, raporting directly ta the Board.

The Board‘s Division of Federal Resarve Bapk
operations reviaws Heserve Bapnk sacurity as an integral part of
several of its Functions. Through its broad scope operaticns
review of the Reserve Banke’r data procassing functions, the
raview program menitors compliance with System policies and
jdentifies actual or potential security concarna. Separate
operationa reviews of the differant functional areas of the
Reserve Banka, such &8 the Fewdwire #unds transter and
bock-entry saculfities transfer operations, also assess the
adequacy of the controls in these functions. The Board’s
financial examiners alsc review security as an integral part of
the annual finapcial examinatian process at each Résarve Bank
and assess specifically the effectiveness of electrenic access
controls for oparating Bystéems, netwoTks, and application and
environmental seftware. The examiners’ focus alsg lncludes a
review of the adequacy of eadministrative and nmanagerial
controls related to data security awareness training, personal
computers, and Jlocal arsa natworks.

To augment this multi-layared data security review
program, the Bosrd believes it is useful to angage the services
of & consultant from time~to-time to assist its staff in
assessing securfty issuesa. In fact, the System has a history
of empleying outside tachnical assistance. The Beard retains
an independent accounting firm e Teview anmally its
operations review and financial examination oversight
functions, ineluding oversight of Fedwire sacurity., We agree
that the additional insight from outside parties may ke halpful
in identifying additional security enhancements. Accordisgly,
the Board will continue teo s&ek outside expertise to enhance
its Fedwire gecurity program. We have found that asuch reviews
are most helpful during major s5ystems changes and will seek
outside sscistance when we beljeve that the circumstancas
warrant such input.
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Encrypticn and Mamsags Aathentication

The Federal Ressrve is taking steps to address the
GAQ's congerns regarding the risk of unauthorized disclosure
and modjfication of Fedwire transactions during transmission
batween Fadera] Reaserve Banks., To understand these actions, a
briaf description of the "backbona® Pedaral ResaTva
Communications System (FRCS-80) ia in order.

Implemented in 1982, FRCS-80 is a high-speed,
dedicated communications network cohnecting Reserve Banks, the
Board, contingency esites. and the U.S. Traasury. FRCS-B0
employs packet awitching taechnology, which breaks nessagas
apart during transmission and reassssbles them at thair
destination, PBoth the high apesd of the hackbone communica-
tiona network and the packet switching technology make
panetraticn of thae network diffjcult. Neonsthaless, we baljsve
it is impertant to takae steps to secure the network furthar.
Accordingly, in September 1989, the Federal Reserve ilssued a
reguast for proposal to  encrypt the FRCE-30 backbore network.
Vendor responses Are currently being reviewsd and encryption
will be implemented in the first half of 19%0. The asncryption
of the FRCS5-80 hackbone network 1s in addition to  the
encryption of transmissions batween depcsitory institutions and
Federal Reserve Banks, which currently saxists.

The draft report also discusmses authantication as a
measure to enhance messags intagrity. Message authantication
is a process of deriving a code based on the contents of the
message and appending the coda to the mBDessage for later
authentication by the authorized receiver using a sacrat Kay
shared with the originater. While certain features of the
Fedwire network, such as the packat switching technology of the
backbone network and the ancrypticn of rmeasages betwaen
depository instituticns and Reserve Banks, protect the
confidentiality of payment information and reduce the
likelihood that messages could be altered, the Federal Reserve
has been reviewing message authanticaticn tachnology te
determine how to bast implement this security feature.

The Federal Reserva has determined that any massage
authentication technique that is adopted must be consistent
with American Kational Standards Institute (ANSI) Standards 9.9
and 9.17. The technique must alsc be consistent with Treasury
Directive 16-02, which requires the authentication of funds
transfers transacted betwesen the Reserve Banks and Treasury
Financial Centers. Based upon an understanding with Treasury,
the message authentication process currently used for funds
transfers conducted with Treasury satisfies this directive
Further  the technique should be commarcially available to and
cost affective for the depository institutions that are part of
the Fedwire network.
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The Reserve Banks are testing the reasibility of
implementing message autheptication with technelogy that meets
national standards, especially Tegarding key managem&nt, acrozs
the Fedwire environment of more than 11,000 endpoints. The
feasibility of making me¢ssage authentlcabioh breadly available
must account f£or not only the large numbetr of endpoints  but
also their diverse size. Tne majority of the endpoints
connected to Fedwire are small depository institutions that are
very sensitive te <osts. The results and recommendations of
the Federal Reserve’s feasibility study will be presented to
the System’s sBALOY Panagement in Jahuary 1990, The Board is
sptimistic that the System’s efforts will result in a vialie
appryach ta message authentication for Fedwire.

Concluding Rematrks

In conclusion, the Board is sympathetic with fthe
thrust of the GAO*s recommendatiens and with a number of its
particular findings. Most of the GRO's specific findings thave
been addresged or are in the process of being addressed.
Further, the Board is taking steps to aensure <that the
conditions leading to the findings do not exist at other
Reserve Panks. To enhance its Fadwire security program, Lhe
Boatd will continue to seek outside expertise at times when
such agsistance would be helpful. The FRUES-8¢ backbone
commupications network will be encrypted in the firsr hait of
1940 and recommendations from the message authentication
fessipility study will be presanted to Federal Reserve senier
management in January 1990.

The Board of Governora generally believes that the
Tectmmendations contained in the GAO‘s draft report will assist
the Federal Reserve in its continuing effortd to ensure a  high
level of Feawire security. We appreciate this opportunity te
comment on the draft findings.

Sinceyely yours,

Janbel Ty

/ Barbara R. WEE
Assaciate Secretary of the Board

Enclesure
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ENCLOSURE

The fellowing discussion addresses areas that the
staff believes require further clarificaticn and areas with
which the staff takes axception.

8. Copmunications Manggement Security Weakness:
Comnunicatlons Dersonnel sete perfermlng dutles
aormally_aseigned $o0 computer oPerations and systems
PLQUEAMEELS .

The Fedsral Resarve Bank of San Francisce does not plan
to separate ite telscomsunications and computer
operaticns functions in tha computer room, Operaters
do not have the ability to modify applications progranms
or data. The decision to combihe these areas was made
consistent with the Syetem’s wfforts to automata
computer and network oparations. DiBcussions with an
outside consultant with axpertise in automated
oparationa have confirmad that there is no additional
sacurity risk amscociated with combining these twe
functiong and that the Bank’s decision is consistent
with emarging industry trands. HowaVer, ragarding the
GAO'm concern ahout the separatlon of duties batwesn
cparatione and aystems programming, the Bank will
raexamina the alignment of respansibillitias between
thess functions to alininats any poteptial uwnauthorized
access and modification to Fedwire daga.

Further, to address the GAG's concern that the
commanications pearscnnal had the capahility to alter
pemcry, the Bank has rasssigned accsss ap that the
communications perscnnal no longar have access to the
special pasaword for the softwars that provides this
function, )
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Hetwork MapademeNt Security Wenknema; MNetwark
Eanagement weaknesdes leave Fedwire wore wulnerabls te
e i

fha GAC notes that 1) the Faderal! Reperve
Comruriications netwerk does not have totally redundant
backup, 2) computer centar staff performmed duties
asgociated with software development and management of
the network and 3) monitoring cof the network appearaed
to be accomplished by using hard-copy raports rather
than yaing the information on real-time display
terminals. Clarification is provided for all these
statements.

Regarding the {ssua of totally redundant backup, all
new processsrs added to the network contain redundant
COmponAnts as wall as Tedundant Bemory. With respect
to the risk of not being abls to transmit slectronic
funds tranafer data betwsan Fedaral Reserva banks if
nadal procedscrs beccms incparable, ths Systen
copaunlcations Cebter (5CC) maintains back=up sgulpment
that provides reacovary for all nodes oh tha network.
In the evant of & tuilure, tha packup nods ls loadagd
with an image of tha fajled noda software and tha site
i8 connacted to the back-up node through high spasd
dial connactions. Thass backup and rscovary procedures
are tasted gquarterly with sach site and have baen uged
successfully in production when required. The
reliability of the natwork and th& ndetjuacy of itm
backup can be demonstrated by the svailability
statistics. In ovar saven yaara of oparations, the
FRCS-30 network has maintained an availabildity in
aNcess of 99.99 parcent uptime. In addition, tha
Federal Reserve System is analyzing alternatives to a
BUCCesSOT network.

Tha GAC notes that the netwerk managemwent staff hac the
ability to make changes to sensjitive Fadwire
information. Centrols hava been put into place to
ensure that network managemsnt staff cannot maks such
changasa.

Finally, real-time terminal displays are and have
always been used to monitor the FRCS-80 natwark, and
retently have been enhanced further. Hardcopy CAROLts

are used for archival purpcses, not Fof network
monitoring.

Page ik GAOIMTE90-14 Strengthen Overaight of Critical Banking Systerms
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Mr. Chairman and members of the Subcommittee on
Telecommunications and Finance, I am pleased to appear today to
discuss with you issues related to the security of large-dollar
value electronic funds transfer systems and the influence of
technolegy on the future develcopment of these systems. The
security of funds transfer and financial message processing
systems is the subject of the General Accounting Office’s January
1990, report Electronic Fupds Transfer: Overgiaht of Critical

ki st e Stre e .

My testimony is divided into three parts and addresses
topics identified by the Subcommittee as being of particular
interest. First, I will provide an update on progress with
respect to implementation of the GAQO’s recommendations addressing
security on Fedwire, the large-dollar funds transfer system
operated by the Federal Reserve Banks. Second, I will provide the
Board’s views on the need for clarification of its authority to
oversee other funds transfer and financial message systems, such
as CHIPS and S.W.I.F.T. Finally, I will provide a broader
perspective on future technology trends as they will influence
the international financial marketplace, with particular
reference to payments networks.

As background to the update on the Federal Reserve’s
response to the GAO recommendations regarding Fedwire, it may be
useful to highlight three distinguishing feature=s of this systemn.
First, the modern technology base that serves as the automation

"platform" for Fedwire has evclved from decades of experience in
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applying new technology to meet business requirements. The
electronic transfer of reserve balances on the books of the
Federal Reserve Banks began in 1918, using the telegraph. Today,
the Federal Reserve uses state-of-the-art computers and data
communications to operate Fedwire and is investing in research
and development to ensure that the most current technology is
used effectively, with a strong focus on security. Second,
Fedwire is truly the nation’s funds transfer system. All
depository institutions have access to Fedwire and the Reserve
Banks currently connect over 11,000 endpoints in all parts of the
nation. These endpeoints include the smallest to the largest
depository institutions. As a truly national payment system,
Fedwire must be responsive to a variety of needs presented by
depository institutions having diverse characteristies. Third,
Fedwire is the chief vehicle for effecting immediate final
settlement for U.S. dollar payments, that is, the irrevocaple
transfer of value on the books of the Federal Reserve Banks,
raegardless of whether the payment originated domestically, or in
London or Tokyc and was sent through a U.S. banking office. In
short, when describing the role of Fedwire for settling interbank
dollar transactions, it is no exaggeration to say that “the buck
stops here."

As noted in the Board’s November 9, 1989, response to
GAQ’s draft report on oversight of electronic funds transfer
systems, the Federal Reserve is strongly committed to providing
the most secure electronic payment services possible. Such a
commitment is essential in the case of a funds transfer system

lixe Fedwire that handles about 240,000 transfers each day with
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an average value per transfer of $3.1 million. We believe that
it is important to begin any discussion of Fedwire security, as
did the GAO, with the statement that there have hot been any
reported incidents (I can say with assurance no incidents) of
frauvdulent transfers by the employees who operate the system,
Moreover, in the case of Fedwire, the same holds true for
so-called interloper fraud.

The Federal Reserve’s commitment to security begins
with a sound Fedwire security “architecture," or unified
structure of security safeguards and features which, in
combination, define an organization’s approach to security. The
Federal Reserve security architecture incorporates a wide range
of safeguards, which total over 100. These safeguards are, by
the way, the result of our work with an outside consultant. To
put the GAO recommendations in the proper perspective, it is
important to understand the Federal Reserve’s overall security
architecture. I would now like to take a few moments to describe
the safeguards and mechanisms that protect the Fedwire system
within the overall security architectura.

The Fedwire safequards are grouped into the following
categories:
--  Physical security - to limit access to terminals

and computer operations areas to those individuals who

require access to perform their duties. Guards,

surveillance equipment, and card key access devices are
relied upon to prevent and detect unauthorized physical

access to restricted computer spaces.
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Access coptrpls - both software and code words, to
prevent unauthorized access to sensitive data and
programs.
Encryption - to protect the confidentiality and
integrity of Fedwire transactions, especially from
interlopers. Nearly 100 percent of transmissions
hetween depository institutions and Reserve Banks are
encrypted and, as I will discuss later, the “backbone™
communications network that links the 12 Federal
Reserve Banks will be encrypted by July 1990.
Mdninistrative controls - to govern employment
practices, separation of duties, and software
development standards.
capacity planning and disaster recovery programs are
also key components of the architecture to ensure that Fedwire
provides secure and reliable services. In recent years, Fedwire
computer uptime has improved steadily as a result of added
attention to the need for a secure, resilient, and reliable
automation environment. For example, in 1987 and 1988, Fedwire
computer uptime averaged 99.14 and 99.21 percent, respectively.
In 1989, Fedwire computer uptime averaged over $9.71 percent, I
might note that last year’s uptime statistic covers the period of
the October 17, 1989, San Francisco earthgquake. As a result of
careful preparation and skillful action on the scene, the Federal
Reserve Bank of San Francisco was able to recover operaticons
quickly after the earthguake with no disruption te electronic

payments processing.
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We welcome the opportunity to refine the implementation
of the security safeguards that make up the Fedwire security
architecture by responding to the recommendations recently made
by the GAC. The GAO’s recommendations represent opportunities to
tighten further the implementation of a very solid security
architecture.

We agree fully with 15 of the 17 GAO findings. In 12
of the 15 cases, full corrective action has already been taken.
Corrective action for the other three findings will be fully
completed by the end of June. Moreover, steps are being taken to
ensure that the conditions leading to the GAO’s findings do not
exist at the eight Reserve Banks that were not reviewed by thc
GAO.

The Federal Reserve’s internal oversight of security is
being focused to ensure that appropriate attention is given to
the issues raised by the GAC. As we noted to the Gag, the
Federal Reserve has for many years had a program of internal
oversight based on independent operations review, financial
examination, and audit staffs at both the Board and Reserve
Banks. The Board’s operations review and financial examination
programs will scrutinize Fedwire security in these areas during
1990. Additionally, every Reserve Bank’s internal aundit function
will perform a review of the Fedwire system, including security,
to be completed by mid-year.

Two specific GAO findings relating to 1) the separation
of duties between computer and network ocperators and 2) hardware
redundancy on the "backbone" network linking the 12 Reserve

Banks, may be due to some confusion regarding how Fedwire
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security is implemented in tf :se areas. The GAO report indicates
that there should be a complete separation of duties between
computer and network operators. Our view is that combining these
functions has no detrimental effect on security and is industry
practice. Adequate hardware redundancy already exists on the
"backbone™ communications network as part of a comprehensive and
sound backup plan to provide quick recovery for the fallure of
any network component. This backup plan, which is tested
quarterly and has been used successfully in production, has
contributed to our network availability record of over 99.99
percent since the network was implemented in 1582. A detailed
discussion of our response regarding network backup is appended
to the GAO report.

The GAO alsc makes two systemwide recommendations.
First, the GAO recommends that the Board require annual external
reviews of Fedwire security. We agree that it is useful to
engage the services of cutside consultants to assess security.
We believe, however, that such outside consultation can best be
used when conditions support such a need, as opposed to regular
annual censultations. The System has a history of employing
outside technical consultants to assess security, as I already
noted in the case of the development of the Federal Reserve’s
security safeguards. More recently, an outside assessment of
Fedwire security has just been completed at the Federal Reserve
Barnk of New York. An ocutside consultant specializing in security
performed a risk assessment of the Bank’s Fedwire operations,
including both automation and business areas. Use of a firm with

specialized security expertise is intended, in part, to introduce

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



127

ey

a view that is unconstrained by acceptance of traditional
safequards. It is a way to take a "fresh lock" at what we do.
The results of this security review will be shared among all the
Federal Reserve Banks. In addition, the Board retains a public
accounting firm each year to review a range of operations review
and financial examination procedures. This year, the firm will
review electronic data processing, including a review of
security. We will continue to employ consultative services such
as these when, based on management judgement, the circumstances
warrant such input.

The GAO’s second systemwide recommendation is that the
Federal Reserve use both encryption and message authentication
(known as MAC or message authentication codes) to enhance
security. As noted earlier, nearly 100 percent of Fedwire links
between Reserve Banks and depository institutions are already
encrypted. Further, encryption of the "backbone" network will be
completed by July 1990.

The Federal Reserve has made significant resocurce
investments in studying the use of message authentication codes
for Fedwire. These investments include active participation on
American National Standards Institute study groups to develop
bona fide national standards for message authentication and the
complex process of key management that is a necessary part of a
message authentication system. On a large network with a variety
of endpoints, such as Fedwire, use of message authentication
codes must take place in a manner consistent with approved
technical standards for both authentication and management of

authentication keys. Reliance on national standards is important
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in order to avoid unigque technical solutions that ultimately
raise the costs of the depository institutions comnnected to
Fedwire. Furtper, commercially available solutions that are cost
effective for the range of depository institutions that use
Fedwire must be available.

The first phase of a Federal Reserve effort to test
emerging commercial message authentication code products that
meet national standards has just been completed. These tests
have not uncovered any technical impediments to the use of
message authentication codes on Fedwire. With the results of
this phase of our program to investigate message authentication
codes complete, plans to adopt message authentication as an
additicnal security enhancement for Fedwire are currently under
review. Adoption of message authentication on Fedwire has my
strong personal support.

I will now turn to the GAO recommendation that the
Federal Reserve Board work with other central banks and bank
supervisory authorities to ensure effective oversight and
raegulation of the S.W.I.F.T. system and similar systems that
serve the international banking community. S.W.I.F.T. processes
a large volume of payment orders that result in the transfer of
very large sums between depository institutions, both
domestically and abroad. S.W.I.F.T. differs from Fedwire and
CHIPS, however, in the manner of settlement for these payment
orders. 1In Fedwire, payment orders result in virtually
instantaneous debits and credits on the books of the Reserve
Banks without any independent action on the part of the sending

or receiving bank. Similarly, CHIPS messages are settled
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virtually automatically at the end of the day. Payment orders
sent over S,W,I.F.T., on the other hand, must be settled
independently of the S.W.I.F.T. system through correspondent
accounts or through Fedwire or CHIPS transfers. In this regard,
5.W.I.F.T. is only one of a number of different means that banks
use to communicate payment orders. Paymept orders may bhe
transmitted telephonically or by data transmission, using a
variety of providers of telecommunications services.

For any system used to transmit payment orders that may
result in the transfer of large sums, however, a depository
institution receiving the payment order should be responsible for
verifying the authenticity and the content of the payment order
before acting on it. A proposed new Article 4A to the Uniform
Commercial Code makes it clear that depository institutions are
liable if they act on unauthorized payment orders unless thay use
commercially reascnable security procedures. 1In some cases, a
receiving bank may have sufficient ¢onfidence in the controls and
the integrity of the system through which it receives payment
orders to rely on this system’s authentication and verification
procedures. In other cases, a depository institution may wish to
verify and authenticate payment orders by means of its own
procedures.

We believe that the appropriate role of bank
supervisors is to ensure that depository institutions maintain
adequate authentication and verification procedures and that they
do not rely on others to perform these critical functicns without
assuring themselves that these functions are performed

adeguately, Ordinarily, the supervisory focus should be on the
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institution receiving a payment order rather than on a
telecommunications system transmitting the order., Where a
receiving depository institution relies on an authentication
procedure provided by a telecommunications service provider, such
as CHIPS, we may need to be able to examine the communications
systems on which they rely in order to assure ourselves that
depository institutions are not delegating these functions
inappropriately. At the same time, however, we do not want to
encourage depository institutions to delegate these functions to
service providers merely because the service providers enjoy some
degree of federal oversight. We will continue to monitor and
evaluate bank reliance on telecommunications systems, including
the S.W.I.F.T. system. When we discover preoblems stemming from
banks’ reliance on telecommunications systems we will take steps
to strengthen our supervicsory oversight and, where appropriate,
coordinate any regulatory activities with supervisory authorities
or central banks in other countries. We believe, however, that
the principal responsibility to authenticate payment orders lies
with the banks receiving these orders.

The Subcommittee has also asked for the Federal
Reserve’s broader perspective on the importance of technology in
the future of the international financial marketplace. We expect
a continuing and increasing reliance on automation and
communications to provide secure, reliakle, and efficient payment
services. In our discussions with central bankere from other
developed nations, it ig evident that their approach tec using
advanced technologies for payment system applications is quite

similar to that in the U.5. Most of the G-10 countries and
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Switzerland have state-of-the-art computer systems with many of
the features found in comparable U.S. banking systems. These
systems rely on sophisticated computer systems, sound test
procedures, and advanced recovery features designed to provide
high availability. Generally, the same technology used in the
U.S. for encryption, physical security, and access control is
available in many other nations. As the cost effectiveness of
automation improves, the use of advanced autowmation and
communications technologies will continue to grow. Even today,
the technology is available to link international financial
markets around the clock.

The benefits and promise of this advanced technology,
however, can only be achieved through its careful management. As
payment systems become more reliant on sophisticated technology
to deliver basic functions, the consequences of a systems failure
or security breach is expanded significantly. We believe that
close attention by senior management to automation planning,
disaster recovery, and security is essential.

In conclusion, we are confident in the security
architecture surrounding Fedwire and in this system’s ability to
provide high reliability in a secure environment. We appreciate
the analysis conducted by the GAO and, in most cases, we agree
with the findings and have moved gquickly teo corract the problems
that have been identified. As I stated at the outset, the GAO’'s
findings represent an opportunity to tighten the implementation

of a security program that we believe is exceptionally sound.
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In recent weeks reports have surfaced in the Massa-
chusetts media suggesting that for a variety of
pessible reasons a credit crunch appears to be
developing. The Associated Industries of Massachu-
setts (AIM) conducted a survey on this issue and has
indicated a significant problem for many of its
members. AIM indicates a number of cases in which
s0lid companies may be losing the credit they have
used for years to keep their companies functioning.

I am very concerned that federal policy be sensitive
to the credit needs of Massachusetts. We must be
careful that we de all that is possible to fuel a
rapid recovery and not starve growth and produce a
longer and deeper economic downturn than would
otherwise occur.

Massachusetts businesses need to know that if they
cperate prudently they will be able to get the
credit they need to grow. We need a predictable
supply of capital that is being soundly managed by
cur financial institutions accerding to tough but
reasonable federal standards with careful oversight.

Does the Fed believe that Massachusetts is facing a
credit crunch that could threaten business growth
and community eccnomic stability or not? If so, is
there anything that can or should be done at the
federal level to prevent this from cccurring?

The Federal Reserve is aware that banks in the New
England area, as well as in other areas of the coun-
try, have tightened their credit standards in recent
months for certain types of credits in response to
changing economic conditions, increasing levels of
nonperforming assets, and on~going scrutiny by regu-
latory agencies. Such tightening could reduce the
amount of credit provided to businesses and con-
sumers in those areas, with potential effects on

the level of local economic activity. Any tighten-
ing might well be more visible and felt more quickly
in states like Massachusetts, which have enjoyed
relatively rapid growth during recent years. 1In
order to threaten regional economic stability, how-
ever, any reduced lending wculd most likely need to
be prolonged and more severe than we have been able
to detect.

The Federal Reserve conducts surveys periodically to
gain insights into the views and lending policies of
banks throughout the country. A survey in January
of 60 large banks indicated that during the past
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6 months a large majority of the respondents had
become less willing to make construction and land
develcpment loans, while about one~fifth of them
were less willing to extend overall business credit.
Most banks had also tightened their credit standards
for merger-related loans and for loans to borrowers
with lower than investment-grade ratings. Less than
10 percent of the respondents indicated any tighten-
ing of standards for nonmerger-related loans to
investment grade firms. Generally, the respondents
cited less faveorable eccnemic conditions as the most
important factor leading teo their policy change.
Other factors cited, in descending importance, were
industry-specific problems, a deterioration in the
quality of their overall loan portfolios, capital
adeguacy concerns, and regulatory pressures,

Nationwide aggregate statistics on bank lending
(seasonally adjusted) indicated virtually ne loan
growth in December and January but an annualized
increase of 5.3 percent in February. By comparison,
the average rate for 1989 was 7.6 percent. Regional
conditions vary, of course, from these overall
patterns. Recently, lcan growth in the Northeast
and the Southwest has been weaker than national
averages.

When considering the effects of any reduced lending
activity by banks and the appropriate policy
response, it is useful to remember that the United
States is enjoying the longest period of peacetime
economic growth in its histery. At this time, some
retrenchment may well be expected, especially in
those geographic and economic sectors that have
experienced rapid growth and whose banks are
affected by high levels of nonperforming assets.

The large losses reported throughout the 1980s by
thrifts and more recently by caommercial hanks
suggest that financing activity in the real estate
industry, in particular, has been excessive. In
some cases, these losses reflect deficient lending
and appraisal standards that should be strengthened
and that have been and are being addressed by banks,
the Congress, and the supervisory agencies.

As both the nation’s central bank and a bank super-
visory agency, the Federal Reserve continually
monitors bank lending practices. It is essential
that banks be willing and able to meet the financing
needs of their communities, but they should do so
prudently. As recent experience has shown, there
are substantial costs associated with both too much
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restraint and with teoo little; we are attempting to
strike the proper balance.
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Chairman Greenspan subsequently submitted the
in response to a written gquestion from Senater

Pressler in connection with the hearing held on February 22,

1%%0.
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Question: 1In your prepared statement on page 13 you
refer to "huge stocks of financial claims" that
include more than $1.5 trillion held in the United
States by foreigners. This brings to nind an
editorial that appeared in the Rapid ¢ity Journal
{Rapid City, Scuth Dakota) of January 28, 1920 that
is eritical of ocur tax policy with respect to
foreign investors. A copy of the editorial is
attached. It refers to observations you are said to
have made cchcerning the policy of not withholding
taxes in this situation, which I would appreciate
your elaborating upon or clarifying. Does cur need
to finance the national debt affect the collecticn
of taxes due the United States?

Answer: In the Deficit Reduction Act of 1984,
Congress provided for a statutory exemption of
interest received on portfolio investment in the
United States. This exemption covers interest
received by foreign investors in U.S. Treasury
securities as well as in U.S. corporate debt
instruments.

Prior to the enactment of this statutory exemp-
tion, only a small amount of tax revenue was raised
by the U.S. tax on interest payments to foreign
investors. The low level of tax revenue from the
U.S. tax on foreign investors’ U.S. interest
earnings has been attributed to the pavticulars of
preexisting U.S. statutory treatments, tax treaties,
and requlatory policies. Preexisting statutory
exemptions included interest paid to foreign
depositors on their accounts in U.S. banking
offices. Income tax treaties eliminated tax on a
reciprecal basis. For example, the U.S. statutory
rate of 30 percent was reduced to zero under trea-
ties with West Germany, the Netherlands, and the
United Kingdom. The most important regulatory
policy inveolved the acceptance by U.S. tax
authorities of the use by U.S. corporations of
Netherlands Antilles subsidiaries to avoid taxes.

The above explains why the U.S. tax on foreign
investors’ U.5. interest earnings yielded little tax
revenue. Such explanations have led some to propose
the elimination of statutory exemptions and the
overriding of tax treaties, It is argued that such
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actions would produce an environment in which
foreign investors would be appropriately and
effectively taxed on their U.S. interest earnings.
Opponents of the proposals point out that if the
supply of foreign savings to the United States is
very sensitive to after-tax rates of return, then
the imposition of an effective tax on foreign
investors’ U.S. interest earnings would require a
rise in U.S. interest rates to attract foreign
savings. In that way, an effective tax might have
large costs associated with it. Obviously, the
possible costs of such a tax have risen in line with
the increase in U.S. demand for foreign savings.
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